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FRIDAY, JUNE 5, 1959 


U.S. Snare, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D.C. 

The committee met, pursuant to notice, in room 5302, New Senate 
Office Building, at 10:05 a.m., Senator A. Willis Robertson, chairman 
of the committee, presiding. 

Present: Senators Robertson, Sparkman, Frear, Douglas, Clark, 
and Proxmire. 

The CuairMAN. The committee will please come to order. 

The committee is meeting this morning to consider a plan contained 
in the President’s budget under which the Federal National Mortgage 
Association would exchange mortgages from its management and 
liquidating portfolio for a like volume of privately held Treasury 
bonds. 

Our witnesses will be Under Secretary of the Treasury, Julian B. 
Baird, and the President of the Federal National Mortgage Associa- 
tion, J. Stanley Baughman. 

The committee will recall that this subject was discussed briefly on 
January 22 of this year during hearings on housing legislation. Sub- 
sequently, questions about the plan were raised by members of the 
Joint Economic Committee during hearings on the 1959 Economic 
Report of the President, and by members of the House Committee on 
Banking and Currency in its report on S. 57, the omnibus housing bill. 

Since that time, I understand that Senator Sparkman, chairman of 
our Subcommittee on Housing, has exchanged ‘several letters on the 
subject with Mr. Baughman. 

The substance of the concern of this committee is as to whether or 
not this plan is in the public interest. That is the purpose of this 
hearing. I hope the hearing can be limited to this question. 

I may say I have had such an understanding with Senator Sparkman 
and several other members of the committee. Incidentally, Senator 
Sparkman will have to take over after 10:30 because the full Com- 
mittee on Appropriations will meet at 10:30 to mark up the very im- 
portant Interior appropriation bill. I will have to attend that meet- 
ing. But I had an understanding, as I say, with Senator Sparkman, 
who will preside, that we will inquire only into this particular transac- 
tion, which affects our housing program. We cannot go afield into 
whether or not the Congress should authorize an increase in the in- 
terest rate paid on Government bonds, or the general management of 
the debt, or what if anything the Congress can do in behalf of lower 
interest rates or cheaper money; or any of those general subjects that 
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the whole Nation is interested in and where the solution is not easv to 
find. ; 

Senator CLark. Mr. Chairman, could I make a comment? 

The CHamman. You may indeed, sir. 

Senator CLark. I am entirely in accord with the position taken by 
the chairman of the committee. But I hope our friends at the other 
end of the avenue will not think that because we are not going into 
these matters today they can sit on the lid indefinitely. These 
matters are sure to be ventilated not only before the Congress but 
before this committee before too long. . 

I hope when they go back to their offices they will not say, ‘Well, 
we were able to sit on the lid this time,” because the lid is going to 
come off sooner or later. 

The Cuarrman. They only asked the privilege of sitting on the lid 
until the President announced officially the position of the administra- 
tion as to debt management. They do not like to give any views, 
pro or con, on that before hearing what the boss is going to say. 

So they will not return with any illusions that this matter has been 
permanently disposed of. It is going to remain a very live matter. 
Whatever position they take they will later have to defend. 

But, anyway, they know they are going to be on the firing line. 

Senator Cuark. Thank you, sir. 

The CyairMan. With that brief explanation of our program, we 
will open these hearings, and I will recognize the distinguished Senator 
from Alabama, Mr. Sparkman, who wants to make a statement. 

Senator SpaRKMAN. Mr. Chairman, my statement will be very 
brief, and it is largely along the line of the statement that you have 
made. 

1 think you have correctly explained this situation as it was discussed 
between you and me when we talked over whether or not these hear- 
ings should be had. 

Having requested you to schedule this hearing, I think the record 
should show my interest in the matter and should relace some of the 
events which caused me to make this request of you. 

As the chairman stated, this matter first came to my attention 
during hearings on housing legislation last January, again during 
hearings before the Joint Economic Committee, and still again upon 
reading the House Banking and Currency Committee report on 8. 5/7. 

On April 29, I wrote Mr. Baughman inquiring about the status of 
the plan and about procedures which were being formulated to put 


the plan into effect. After receiving his reply, I wrote him again on | 


May 13, expressing my doubts about the wisdom of the plan and 
asking for information about the possible loss of Federal income whieh 
might result, 

Prior to receiving a reply to my letter of May 13, I read an article 
in the New York Times on May 26 indicating that the proposed 
exchange might be imminent and calling attention to certain aspects 
of the exchange which had caused my original concern. 

During debate a few days ago—in fact, on May 28—on the Distrie! 
of Columbia Appropriation Act, several Senators discussed this matte 
at some length and were obviously disturbed about the possible effects 
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, of this exchange of mortgages for bonds. At that time | stated that 
1 would ask for this hearing. 

The chairman may recall that I did suggest that, since it involved 
the question of interest rates and bonds and possible tax losses, it 
Y might be a matter quite appropriate to the Finance Committee rather 
x than to this committee. Yet most of those who did discuss it thought 
- that certainly so far as this one transaction was concerned it would 
5 be well for this committee to get more information regarding it. 


Subsequently, I read that Mr. Baughman testified before the House 
i Appropriations Committee that the Federal Government, assuming 
, an exchange of only $335 million, would have an estimated $6 million 


0 loss of investment income. 
d On Wednesday of this week, I received a reply to my letter of 
‘ May 13, which is in substantial agreement with Mr. Baughman’s 
“A testimony regarding potential loss of income. 
s | am grateful that the chairman has agreed to schedule this hearing, 
and I appreciate the prompt and courteous response of Under Sec- 
- retary Baird and Mr. Baughman in making themselves available on 
™ such short notice. 
Mr. Chairman, | may say that after it was determined to have this 
hearing, the staff prepared a memorandum. A copy of that memo- 
randum relating to facts about the proposed exchange and the issues 
we which it appears to pose has been given to each Senator on the 
oa committee. 
et The CuatrmMan. The Chair thinks it would be appropriate at this 
FY | point to print that staff memorandum. 
oe Senator SpARKMAN. In the record? 
= The CrarrMan. Precisely. It presents the problem to whoever 
= reads the testimony. Here is the problem. Now we will get the 
“| explanation of the problem from the witnesses. 
eh Senator SpaRKMAN. Thank you, Mr. Chairman. | think it would 
ic be very good to have it in the record. 
(The staff memorandum referred to follows:) 
(iON | Srarr MemMoRaNpuM REGARDING Proposep ExXcHANGE oF MortGacr Loans 
ring HeELp By THE FNMA For Treastry Bonps 
pon PROPOSAL 
ie The President has proposed that the Federal National Mortgage Association 
exchange at least $335 million in mortgages, from its management and liquidating 
put portfolio, for an equa) amount of 2% percent Treasury bonds, investment series B. 
nh On The stated purpose of the exchange is to permit receipts for the FNMA to 


and equal its expenditures during fiseal year 1960—thus enabling FNMA activities 
hich during fiscal year 1960 to have no impact upon the President’s budget. A col- 
lateral result would permit the retirement of the Treasury bonds so exchanged, 


A thereby relieving some of the pressure upon the statutory debt limit. 
ticle The proposed exchange can be made without enabling legislation. 
posed 
pects FNMA MORTGAGES 


t The proposed exchange would involve, primarily, 4 percent mortgage loans 
stricl guaranteed by the Veterans’ Administration, having an average principal amount 
atte of about $5,600, and besring on average maturity of about 16 years—which 
ects average maturity will probably be reduced to less than 10 years because of ad- 

vance amortization or prepayments prior to maturity. On a yield basis, these 
mortgages have a current value between 86 percent and 90 percent of par. 
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The FNMA portfolio contains approximately $1 billion of such loans secured 7 
by properties located principally in the following States: tha 
Amount in Amount in will 
thousands thousands I 
NR eases cine See $37, 896 | Oklahoma---.........------ $81, 538 exc 
Oe eee a EE NNOD =. oo oc cee eke 28, 830 SIgI 
Ue cp gs gi cS ahead Ck jb ee eee eee 150, 631 Eff 
I a a a ec aw 43, 082 | Washington... ............- 41, 187 | 
ee re ees 24, 209 ——_——— 
eR aa LES 148, 836 Te cio tities __. 884, 707 _ 

The FNMA charter provides that this portfolio of mortgage loans shall be 
managed and liquidated “in an orderly manner, with a minimum of adverse 
effect upon the home mortgage market and minimum loss to the Federal Govern- Ss 
ment.” hol 

TREASURY BONDS [ 
The proposed exchange would involve 234 percent, investment series B, non- on 
marketable Treasury bonds. The bonds mature on April 1, 1980, and are callable in t 
at par by the Treasury on and after April 1, 1975. These bonds are exchange- as 1 
able for 1% percent, 5-year Treasury marketable notes which have a current cou 
market value for the current issues of between 87 and 89 percent of par. 
On December 31, 1958, these bonds were held as follows (excluding holdings : 
by Government investment accounts): we 
Million dex 

Commercial banks-- -- - ~~~ - eet 3 : eS ee .. $130 . 
Life insurance companies - --------- ~~~ -- as s ac: Cet 
Mutual savings banks : See ge a ats : 882 hay 
Fire, casualty, and marine insurance companies_____--__-_------ : 144 7 
A ae a 5 5 72. . 2,496 | " 
a ER ae Be a ~ 
1 Includes individuals, nonfinancial corporations, pension funds, savings and loan associations, State and = 
local governments, and miscellaneous investors. Phe 

This series of bonds was originally issued on April 1, 1951, at par in exchange as | 
for certain 2'¢ percent Treasury bonds. An additional amount was issued in \ 
June 1952 for cash and in exchange for certain 24% percent Treasury bonds. vol: 

S 
PUBLIC POLICY ISSUES : 
1960 budget and debt limit wa 

The proposed exchange of mortgages for bonds could enable the FNMA, \ 
during fiscal year 1960, to operate without net drain upon the Treasury and day 
without impact upon the President’s budget. The exchange could also result the 
in retirement of a portion of the public debt, thus relieving some of the pressure I 
upon the statutory debt limit. 1 

These short-run advantages should be considered in conjunction with the dati 
possible long-run disadvantages discussed below. sec 
Loss of potential income from mortgage loans oe 

Mortgages which would be relinquished by the FN MA bear interest at a rate | . 
of 4 percent. Assuming a servicing cost of approximately one-half of 1 percent, | first 
there is a net yield to the FN MA (Federal Treasury) of approximately 3% percent. S 

The interest paid by the Treasury on the bonds Is 234 percent—thus there would tion 
appear to be a potential loss to the Treasury of three-fourths of 1 percent, and a rece 
corresponding gain to the private institutions participating in the exchange. — 
The FN MA estimates that the net loss, all factors considered, would be closer to I 
0.63 percent—or approximately $6 million on an exchange volume of $335 million (" 
in mortgages. 

The Treasury has stated that, if bondholders so desire, the exchange might | 
involve the entire parcel of $1 billion in mortgages—making the potential loss H 
approximately $18 million. We 
Loss of potential internal revenue : D: 

The Treasury has stated that if the bonds are carried on the books of holders & ms 
at the value of the bonds on the date of exchange, then the holders can claim 4 are } 
long-term capital loss or an ordinary loss—depending upon the type of institu grow 


tion involved. fact 
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The Treasury has estimated that the revenue loss will be insignificant—stating 
that to the extent that loss on the bonds is claimed for tax purposes, this logs 
will be largely offset by later equivalent gain on the mortgages. 

Nevertheless, it would appear that losses claimed will occur in the year of 
exchange (1959), a year in which a reduction in internal revenue may be very 
significant. 

Effect upon the mortgage market 

Holders of the Treasury bonds involved may consider the exchange to be ad- 

vantageous for several reasons, e.g.: 
(1) increased yield upon their investments; 
(2) decreased period until maturity of their investments; and 
(3) possible tax advantages overall, or in the short run. 

Such holders probably have policies establishing short-run limits upon their 
holdings of home mortgage loans. 


Under these circumstances, it is possible that institutions participating in the 
exchange may consider the FNMA mortgages so acquired to satisfy a portion 
of their desire to acquire home mortgage loans, thereby reducing their activity 
in the mortgage market during the period following the exchange (1959-60). If 
as much as $1 billion in mortgages should be absorbed by such institutions, this 
could have a significant impact upon the mortgage market. 

Senator SpaARKMAN. I know that all of us wish to act in ways which 
we conceive to be in the public interest. I hope that this hearing will 
develop information to show what action may be so characterized. 
Certainly it may serve to give us information which I feel we do not 
have sufficiently at the present time. 

Thank you, Mr. Chairman. 

The CuHarrmMan. The Chair will invite both witnesses to come to 
the witness table, Mr. Baughman and Mr. Baird, together with any 
of their technical assistants that they might want to bring with them. 
The witnesses shall have the privilege of conferring with each other 
as they go along and with their technical aids. 

We will ask Mr. Baughman if he will testify first as to what is in- 
volved in this transaction. 

Senator SPARKMAN. Mr. Chairman, before Mr. Baughman starts, I 
wonder if I may just add this word. 

My correspondence has been unusually heavy within the last 30 
days or so regarding this problem. I really have been surprised at 
the volume of mail that I have had regarding it. 

I have two letters before me, both of them quite recent. One is 
dated June 2, 1959, from Thomas P. Coogan, president of Housing 
Securities, Inc., in New York. Mr. Coogan has testified before this 
committee a good many times. 

Another letter I have of June 4 is from Mr. Martin L. Bartling, Jr., 
first vice president of the National Association of Home Builders. 

Since these letters state the problem quite well or state the opposi- 
tion quite well, I should like to have those letters printed in the 
record. 

The CuarrMan. There will be no objection. 

(The correspondence referred to follows:) 


NATIONAL ASSOCIATION OF HOME BUILDERS, 


Washington, D.C., June 4, 1959. 
Hon. Joun J. SPARKMAN, 


U.S. Senate, Washington, D.C. 


Dear SENATOR SPARKMAN: As you know, the homebuilding industry provided 
& major stimulus to the quick recovery from last year’s recession. New homes 
are now being built at very high levels and are providing a major prop to the 
growing economic strength of the Nation. The flow of mortgage credit is a vital 
factor in the continuance of the homebuilding volume. 
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«Within the last several days happenings in the money market generally, and 
in the mortgage market in particular, indicate there will be real trouble ahead 
for home mortgage financing. I would like to call your attention to the attached 
memo dealing with the situation from the viewpoint of the homebuilding industry. 
The increase in interest rates all along the line, the change in the Federal Reserve’s 
rediscount rate at a number of its regional banks, the drop in secondary mortgage 
market prices by FN MA—all are indicative of financing difficulties ahead for the 
homebuilding industry and home buyers. 

Now a factor further complicating the financial situation is under consideration, 
the exchange of mortgages from FNMA’s liquidation portfolio for Government 
bonds. We understand your committee is now examining this proposal. Apart 
from the substantive advantages or disadvantages of such a proposal, this action 
at this time would, in our opinion, be most unwise. The very fact that such a 
move is under consideration has already had unsettling effects on the home 
financing situation as a number of lenders have, by report, held back from pur- 
chases of mortgages on new homes in the expectations of exchanging their bonds 
for older mortgages. 

We believe that any such action should be postponed until a time when its 
effect on the mortgage market would be less drastic than would result in the light 
of today’s rapidly worsening home financing situation. 

Sincerely, 
Martin L. BARTLING, Jr., 
First Vice President. 


Hovusine@ SEcurirTiEs INc., 
New York, N.Y., June 2, 1959. 
Senator JoHN SPARKMAN 
U.S. Senate, Washington, D.C. 


Dear SENATOR SPARKMAN: I am writing you regarding the contemplated 
ee of FNMA 4 percent mortgages for the 2% percent 1980 nonnegotiable 
bonds. 

This proposed opportunity for the savings banks to improve their yield and 
regain liquidity has excited tremendous interest, particularly among the New 
York State savings banks, where a favorable decision on the exchange has been 
issued from the banking authorities. It is having a very serious effect on the 
mortgage market, which has been depressed for some time. As you probably 
know, there have been heavy withdrawals and severe net losses in deposits by 
many of the banks during the last several months. This had tended to curtail 
their investing activities. 

Now the opportunity to swap their frozen Treasury’s for the higher yield 
mortgages has caused their complete withdrawal from investments until they 
see how many bonds they will be permitted to swap. This has caused a demoral- 
ized situation in the sale of loans, and it may have a lasting effect. Many of the 
savings banks have reached their maximum ratio of mortgages to total invest- 
ments, and due to the desirability of the bond swap, they may exceed this ratio. 
The result will be a cessation of mortgage investment for a length of time nec- 
essary to reestablish their proper relationship between mortgages and other 
investments. 

The culmination of the last few weeks of slowed down savings; the increase in 
the prime rate by commercial banks; the sharp increase in the discount rate by 
the Federal Reserve System; the uncertainty over the housing bill and the 5% 
percent rate on VA loans, and if the bond swap is added to this, will result in 
a demoralized mortgage market for a considerable period. 

It would be very helpful if the bond swap with FNMA could be postponed for 
at least this year and a public announcement made to this effect. 

Yours very truly, 
Tuomas P. Cooaan, President. 


The CuarrMan. The chair would say that this staff report that we 
have inserted in the record shows that if the exchanges amount to 
$335 million there will probably be a loss of $6 million, and if the 
exchanges go far beyond that the loss might go up to as much as three 
times. 
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But that apparently has not greatly disturbed the Virginia constitu- 
ents of the junior Senator from Virginia. He has not heard from 
anybody on this. But he is glad to have this hearing, because the 
public is entitled to know whether or not this deal is, as the Senator 
from Alabama has said, in the public interest. 

You may proceed to testify, Mr. Baughman. 


STATEMENT OF J. STANLEY BAUGHMAN, PRESIDENT, FEDERAL 
NATIONAL MORTGAGE ASSOCIATION 


Mr. BauguMan. Mr. Chairman and members of the committee, as 
the president of Federal National Mortgage Association I appreciate 
this opportunity of appearing before your committee today to tell 
you about the plan we are thinking about under which Government- 
owned mortgages would be exchanged for outstanding Government 
bonds. 

This is the plan that the President referred to in his recent budget 
message to the Congress. 

As the President stated, FNMA would endeavor to cover its expend- 
itures of Government funds for mortgage purchases, under the 
separate special assistance functions, w ith. offsetting receipts from 
sales of mortgages and from other sources for the account of the Gov- 
ernment, under the separate management and liquidating functions. 

The plan would afford us an opportunity to effect liquidation of some 
of the 4 percent mortgages that are now held in the portfolio of 
FNMA’s management and liquidating functions. 

Specifically, it is contemplated that they would be exchangeable 
for 2% percent nonmarketable Treasury bonds, investment series 
B-1975-80. 

Upon receipt of the bonds for cancellation, the Treasury Depart: 
ment would reduce by a corresponding amount FNMA’s debt to the 
Treasury, under the management and liquidating functions. This 
debt arose by reason of FNMA’s original acquisition of these same 
mortgages. ; 

As the committee knows, FNMA has the statutory responsibility, 
under its management and liquidating functions, to manage and liqui- 
date the portfolio of mortgages acquired by the old FN MA, resultmy 
from the association’s operations prior to November 1, 1954. The 
law requires that this liquidation be accomplished “in an orderly 
manner, with a minimum of adverse effect upon the home mortgage 
market and minimum loss to the Federal Government.” 

Overall purchases of the old FNMA amounted to approximately 
$5 billion. As a consequence of sales of approximately $1.6 billion, 
some of which were sold at less than the acquisition price, and repay= 
ments and other credits of about $1.3 billion, the portfolio at the end 
of April of this year was approximately $2.1 billion. The prospects of 
effecting sales of these mortgages to private investors continue to 
diminish as their principal balances become further reduced. 

We have been asked whether the proposed exchange might result 
ina loss to the Government. The annual net return to the association 
on the exchangeable 4 percent mortgages is approximately 3.38 percent 
at this time, after payment of servicing charges of 0.50 percent and 
administrative costs of 0.12 percent, based on present outstanding 


40007—59 
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principal balances. The unpaid principal balances of the mortgages 
will, of course, continue to be reduced by amortization, but the admin- 
istrative costs per mortgage unit will not change materially dollarwise. 
These administrative costs will increase percentagewise, however. 
This circumstance will progressively continue to reduce the already 
low return on this portfolio. 

If the net return from the exchangeable 4 percent mortgages is re- 
lated directly to the interest return on the 2% percent Treasury bonds, 
the difference in rates amounts to about 0.63 percent at this time. 
The possible reduction in future income is hardly significant, I think, 
when compared with the heavily discounted prices these 4 percent 
mortgages could command if they were currently to be sold in the 
general secondary mortgage market. 

Of course, if the mortgages were to be made available for exchange 
on a competitive basis, any such reduction in potential future income 
would be offset by whatever amount was received in excess of the 
unpaid principal balances of the mortgages. 

With respect to the problem of determining the basis for such an 
exchange, I should say there has been in recent weeks a considerable 
increase in interest on the part of bondholders. We think it not 
unlikely, if the sole basis were to be an even exchange, that offers 
might substantially exceed the limited amount of mortgages to be 
made available. 

Our current thinking, based on these circumstances, is that offers 
for exchanges could be received competitively, by States, during a 
fixed period of time. If that procedure were followed, only the most 
advantageous offers would be accepted. Offers would not be accepted 
unless they provided for at least an even exchange, nor would they be 
accepted unless, at the time, in our opinion, the transactions provided 
for exchanges of at least equal values. Such a course would assure the 
Government of the maximum realization from the disposition of these 
assets. 

It should be noted that even though the Government could possibly, 
as a consequence of the proposed transaction, experience a reduction 
of potential future income, the exchange of mortgages for bonds on 
such basis of even-or-better could not ever represent any loss of capital 
assets. 

Also, although the net interest return from the exchanged mortgages 
could be somewhat more than the rate of interest the Treasury would 
have paid on the 2% percent bonds, there remains the broad policy 
question whether Government funds should be employed to compete 
actively with private industry by continuing the Government’s 
ownership of interest -bearing mortgages solely “because a profit can 
be made over lower rates of interest paid by the Government on public 
debt obligations. 

In view of FNMA’s statutory obligation to liquidate these mort- 
gages ‘‘at minimum loss,” we believe that the answer to this question 
is clear. 

As to the effect that the proposed exchange plan might have on 
the general secondary mortgage market, it is my judgment that the 
effect will not be significant. The reason is that full advance con- 
sideration would be given to the potential consequences, and the 
amount of mortgages to be made available for exchange at any one 
time would be determined by the situation of the general secondary 
mortgage market at that time. 
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For example, initially, and during the first several months, the 
amount of mortgages to be made available might in the cireum- 
stances of today’s market situation, be in the neighborhood of only 
$200 million. 

If by means of the exchange some investors holding both mortgages 
and bonds were to increase their ratio of mortgage holdings, the 
mortgage market would not be adversely affected; rather, the outcome 
would be favorable in that private investment funds now channeled 
into other types of investments would instead become available for 
future mortgage investment. 

Also, other bondholders entering into the exchange, if they have 
not theretofore been mortgage investors, may through this experience 
be induced to include housmg mortgages in their investment port- 
folios in the future. 

The contemplated exchange program has evoked wide interest on 
the part of investment series B bondholders. Many of these bond- 
holders have heretofore confined their mortgage investments to 
strictly local areas. If, as a consequence of the exchange, these 
investors are persuaded to expand their mortgage portfolios by pur- 
chasing and holding nonlocal mortgages, the benefits will be of special 
importance to capital shortage areas. 

At the present time funds appear to be generally adequate for 
home mortgage financing on a competitive basis. The funds in- 
vested by private enterprise in the housing industry each year aggre- 
gate an impressive sum. For example, during the calendar year 
1958, the new financing involved in purchases of 1- to 4-family unit 
nonfarm homes totaled more than $27 billion. The contemplated 
exchange would represent only a relatively nominal portion of the 
total annual financing required by the home mortgage market. 

In conclusion, it would seem to be clear that the proposed exchange 
of FNMA mortgages for Treasury bonds is a step toward carrying 
out the congressional intent of liquidating the mortgages held in the 
association’s management and liquidating functions portfolio in an 
orderly manner and with minimum loss to the Federal Government. 
If we are going to liquidate at least a part of the remaining portion 
of this portfolio, the present is probably the time and opportunity 
to do so. The prospects of effecting sales of these mortgages to 
private investors continue to diminish in relation to declining prin- 
cipal balances. 

Before concluding my statement, Mr. Chairman, in my letter to 
Senator Sparkman I think I said my figure of $6 million would be 
the losses over a period of 6 or 7 years. I believe I misinterpreted 
his question in his letter. He wanted to know the loss over the com- 
plete maturity of the mortgages, and we have since sent a supplemen- 
tary letter in to Senator Sparkman covering that extended period 
— and beyond the 6 and 7 years. 

ee wanted to put that in the record. 

Chairman, I have completed my prepared testimony, and I 
shall endeavor to answer any questions put to me by you or other 
members of the committee. 

The CuarrmMan. The Chair recognizes the chairman of the Sub- 
committee on Housing, the distinguished Senator from Alabama, Mr. 
Sparkman. 

Will you take over? 
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Senator SPARKMAN. Mr. Chairman, have you any questions to ask 
before vou leave? 

The Cuarrman. No. 

Senator SPARKMAN. Senator Frear, are you going to be able to 
stay throughout? 

Senator Frear. Unfortunately, Mr. Chairman, I have to go and 
make a quorum in the Finance Committee. 

Senator SPARKMAN. Senator Clark had to leave. I was hoping 
that both he and you might ask some questions before you had to go. 

Do you want to ask some questions now? 

Senator Frrar. I have just one, if [ may, Mr. Chairman. 

Senator SPARKMAN. Go right ahead. 

Senator Frear. Mr. Baughman, are these 2% percent bonds, invest- 
ment series B, for which will be exchanged FN MA mortgages, already 
in the market or are they new issues? 

Mr. Baucuman. I believe they were issued in the year 1951. They 
are nonmarketable bonds, but they were issued back in 1951. I 
think that is correct. 

Senator Frear. What are the maturity dates? 

Mr. Baucuman. They can be callable in 1975 and mature in 1980. 

Senator Frear. Perhaps this information may be in the stafl’s 
memorandum, but who holds these Treasury bonds now? 

Mr. Bauauman. Mr. Baird will testify to that. There is a list of 
the holders of the bonds here. 

Senator Frrar. That answers my question. I have that list be- 
fore me. 

The loss to the Treasury, as I understood your supplemental testi- 
mony just now, over the initial period will be in the neighborhood of 
$5 or $6 million? 

Mr. BaucuMman. That is right. Over a 6- or 7-year period. I 
have amended the report to indicate that it will be somewhere about 
double that or slightly less than double that over the full period, 15 
years. 

Senator Frrar. That is, for the 1975 to 1980 maturity dates? 

Mr. Baucuman. No, our mortgages have a maturity of about 15 
years; they average 15 years. That is the way we figure our reduc- 
tion in income—the difference between the 2% percent that the 
Treasury is paying on its bonds and the 4 percent interest rate less 
servicing costs and administrative costs that FNMA gets on its 
mortgages. 

}* That is the way we figure the difference, the reduction of income, 
over a period of time. 

Senator Frear. There is a little difference in maturity dates of the 
15-year-average mortgage and the maturity dates of the 2% percent 
bonds? 

Mr. BaucuMan. That is correct. 

Senator Frear. But that has relatively little significance, I assume? 

Mr. Baueuman. It has no bearing whatever on the reduction in 
mcome. 

Senator Frear. Just briefly, how does this relieve pressure on the 
debt limit? 

» Mr. Baueuman. At the time the bonds are turned in, in the ex- 
change for mortgages, the bonds that FNMA receives will be canceled 
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by the Treasury, which will reduce the outstanding amount of the 
public debt, and FNMA will be given credit for the amount of bonds 
that are turned in. 

Senator Frear. Yes, sir. Well, that is the credit side of the ledger, 
but there has to be a debit side to balance that. 

There are already in existence, already issued, the Treasury bonds 
for which you are going to exchange FNMA mortgages. Right? 

\Ir. BaucuMan. The Treasury has issued those bonds; ves, sir. 

Senator Frear. And that amount is already included in the obli- 
gations, in the statutory limit, is it? 

\ir. BaucaMan. That is correct. 

Senator Frear. So if you exchange FNMA mortgages for bonds, 
whatever amount you exchange will become that much less on the 
mortgage side without any increase on the bond side. 

Mr. BauGuMan. It will be a reduction of the assets of the Govern- 
ment through the mortgages held by the Federal National Mortgage 
Association and will be also a reduction in the outstanding bonds of 
the Treasury which will be included in the public debt. 

So it will reduce the amount of bonds outstanding. 

Senator Frear. Yes, sir; I do not quite understand the second 
part of that answer. How does the Government debt become reduced 
when these Treasury bonds are not liquidated? 

Mr. BauauMan. These Treasury bonds are liquidated. They are 
canceled by the Treasury, and the Treasury gives FNMA credit for 
the amount on FN\IA’s notes which FN\iA owes the Treasury. 
This credit offsets the amount of mortgages kK NMA held in its port- 
folio. 

In other words, we borrowed money from the Treasury originally 
to buy all these mortgages. 

Senator Frear. Yes. 

Mr. BAuGHMAN. So we have mortgages on the asset side, and we 
have notes to the Treasury on the liabilities side. 

Senator Frear. Yes. 

Mr. BAuGHMAN. Whenever these bonds are turned in for exchange 
of mortgages, the Treasury cancels the bonds. ‘The bonds will not 
be outstanding any more. And the Treasury gives FNMA credit on 
our notes that we owe to the Treasury. 

Senator Frear. I don’t understand how you are going to cancel 
Treasury bonds. 

Mr. BaveaMan. Well, that does not happen to be a function of 
FNMA. I think I will refer to Mr. Julian Baird over here how you 
cancel Treasury bonds. 

Mr. Barrp. Do you wish me to speak to that, Senator Frear? 

Senator Frear. If you wish. 

Mr. Barro. The Treasury can cancel bonds any time it has the 
cash or its equivalent to retire them with. 

For example, last summer we retired some $400-million-odd of 
2% due in 1965 by purchasing in the market for cash and retiring them. 

Now, this is exactly the same thing. Because the FNMA owe us 
on these notes, we can cancel those notes against the bonds. 

Senator Frear. Yes; I think I am a bit confused, sir. It looks as if 
you are canceling mortgages and canceling bonds for only one intake. 
It looks as if you are getting two values received for one expenditure. 
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Mr. Bairp. No, I think vou will find it is two sides of the balance 
sheet, as Mr. Baughman said. You are reducing the assets of FNMA, 
You are reducing its liabilities. Its liabilities are to the Treasury. 

Senator Frear. Yes, sir. 

Mr. Barrp. On the other hand, the Treasury is reducing its liabili- 
ties by the amount of bonds that are turned over to it in cancellation 
of those notes. 

Senator Frear. I think I follow that, but, as I understand this, you 
are going to exchange FN MA mortgages for these 2% percent Treasury 
bonds. 

Mr. Barro. FNMA will exchange. 

Senator Frear. FNMA will exchange them. But the Government 
has not had the money received for the 2% percent Treasury bonds, 

Mr. Barrp. Oh, it got its money originally. The original 2%’s were 
issued in exchange for war bonds, the 2%’s, and it got its money back 
during the war when those bonds were sold. It got its money once. 

Senator Frear. But are not these 2% percent Treasury bonds still 
an obligation of the Government? 

Mr. Barrp. Yes, sir, but if a wholly owned subsidiary of the 
Government—and the management and liquidating function of 
FNMA is a wholly owned subsidiary—if its wholly owned subsidiary 
wants to turn them in to the Treasury and cancel them against its 
notes, the U.S. Government in effect does own them when FNMA 
owns them, because FNMA is only a division in its management and 
liquidating functions of the U.S. Treasury. 

Senator Frear. Yes. I assume that the obligations of FNMA are 
an insured obligation of the Government. 

Mr. BauGuMan. I would like to inject myself again here. FNMA 
is a separate Government corporation. This management and 
liquidating function—at the time FNMA purchased these mortgages, 
FNMA got the money from the Treasury and gave a note. 5o 
FNMA has a mortgage here and we have a note outstanding to the 
Treasury. 

Now, that is where we sit today. 

Now, instead of getting cash—and suppose we sold these mortgages. 
We would get cash i in, and we would turn the cash over immediately 
to the Treasury for any mortgages we sold, reducing our indebtedness 
to the Treasury, the notes to the Treasury. This exchange of bonds 
is no different except the bonds take the place—I will use this tem- 
porarily anyhow—take the place of cash. F NM A gets the bonds in. 
FNMA turns the bonds over to the Treasury. The Treasury credits 
FNMA on the notes. 

Senator SPARKMAN. Senator Frear, I wonder if I may make 4 
suggestion there. 

Senator FrREAR. Yes. 

Senator SpARKMAN. As I see it, this is the situation: There are 
really two transactions involved. 

FNMA became indebted to the Treasury at the time it received 
the money from the Treasury with which to buy the mortgages, and 
FNMA issued its notes to the Treasury. So that is one of the trans 
actions. 

Senator Frear. Yes. ' 

Senator SPARKMAN. The Government became indebted to the 
holders of these bonds when they bought them. 
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What FNMA proposes to do is to transfer mortgages which it holds 
in its portfolio to the private individuals, the owners of the bonds. 
That completes one transaction. 

Then, when FNMA gets the bonds, it will turn them over to the 
Treasury in return for notes which the Treasury holds against FNMA. 

So there really are two complete transactions involved. 

Senator Frear. Yes. I think that ties in with what you said. 
Of course, the assets of FNMA are depreciated by the amount of these 
FNMA mortgages that are exchanged for Treasury bonds. 

Mr. Barro. And its liabilities on the other side. 

Senator Frear. It seemed rather complicated for such a simple 
thing. Thank you. 

Senator SPARKMAN. There is one question I would like to ask while 


Senator Frear is still here and in connection with Mr. Baughman’s 
statement. 


Your second letter, Mr. Baughman, just came to me this morning, 
and I really have not had time to digest it. 

If there is no objection, I believe it would be well to place in the 
record at this point my letter of May 13, 1959, and your replies of 
June 3 and June 4, in sequence. 

(The exchange of correspondence referred to follows:) 


COMMITTEE ON BANKING AND CURRENCY, 

SUBCOMMITTEE ON HOUSING, 
May 18, 1959. 

Mr. J. STANLEY BAUGHMAN, 

President, Federal National Mortgage Association, 

Washington 25, D.C. 


Dear Mr. BaucuMan: I have your letter dated May 6, 1959, written in reply 
to mv letter of April 29 concerning the proposed exchange of insured loans in your 
portfolio for certain Treasury bonds. 

At vour suggestion, I have reviewed pertinent portions of the record of hearings 
before the Joint Economie Committee in January and February of this year. I 
have also noted comments on this proposal as contained in the report on 8S. 57 
made by the House Committee on Banking and Curreney, and I understand that 
members of that committee have strong reservations about this proposal. 

All things considered, it appears to me that this proposed exchange is highly 
questionable. From the standpoint of the long-range fiscal position of the Federal 
Government, viewed in the most favorable light, this exchange could mean the 
loss of three-fourths of 1 percent return on a portfolio of approximately $1 billion 
for a period of roughly 15 vears. I do not see how such a loss can be justified, 

Furthermore, I understand that financial institutions which may be interested 
in such an exchange may also look forward to certain losses in the year of the trade 
which will be advantageous for tax purposes. It seems possible, therefore, that 
the position of the Federal Government might be further harmed by revenue 
losses. 

In order that I may be fully informed about the total effeet which this exchange 
might have upon anticipated income of the Federal Government, | would appre- 
ciate receiving a table which shows over the years to be involved, an estimate of 
the interest which would he paid by the Treasury on the 2%4 percent bonds, and 
the net return which would be received by your association if the 4 percent loans 
were held until maturity. While T am not prepared, at this time, to render a 
final judgment about the wisdom of this proposed exchange, it seems to me that 
the potential losses to the Federal Government are far too great to be justified 
on grounds that the exchange would achieve a bookkeeping balance in the Federal 
budget for fiseal year 1960 and would give the Treasury some additional leeway 
under the existing ceiling on the public debt. 

T look forward to hearing from you at your early convenience. 

Sincerely, 
JOHN SPARKMAN. 








14 EXCHANGING FNMA MORTGAGES FOR TREASURY BONDS 


FEDERAL NATIONAL MORTGAGE ASSOCIATION, 
Washington, D.C., June 8, 1959. 
Hon. Joun SPARKMAN, 
Chairman, Subcommittee on Housing, Committee on Banking and Currency, U.S. 
Senate, Washington, D.C. 


Dnrar SENATOR SPARKMAN: I have for acknowledgment and reply your letter 
of May 13 in which you asked a nuinber of questions regarding the pending pro- 
posal to exchange certain FN MA-held mortgages for a special series of outstand- 
ing Treasury bonds. Specifically the plan contemplates the exchange of 4-per- 
cent mortgages held in FN MA’s management and liquidating functions portfolio 
for 2%-percent nonmarketable Treasury bonds, investment series B, 1975-80. 

It so happened that I received a generally similar letter, almost concurrently, 
from the chairman of the Subcommittee on Housing, Committee on Banking 
and Currency of the House of Representatives, Mr. Rains. I have concluded, 
in the circumstances, that your and Mr. Rains’ interests would be served best if 
my Yeply were made sufficiently comprehensive to encompass both sets of 
inquiries. My several comments follow: 


EFFECT OF THE EXCHANGE UPON THE SUPPLY OF NEW CAPITAL IN THE MORTGAGE 
3 MARKET 


While it is conceivable, of course, that an arrangement under which FNMA 
mortgages would be exchanged for Treasury bonds could appreciably affect the 
market for residential housing mortgages, it is my judgment that the contem- 
plated exchange will not have a significant effect. The reason is that full advance 
consideration will be given to the potential effect, and the amount of mortgages 
to be made available for exchange at any one time will be gaged by the situation 
of the general secondary mortgage market at that time. 

If by means of the exchange some investors holding both mortgages and bonds 
were to increase their ratio of mortgage holdings, the mortgage market would 
not be adversely affected; rather, the outcome would be favorable in that private 
investment funds now channeled into other types of investments would instead 
become available for future mortgage investment. Also, other bondholders 
entering into the exchange, if they have not theretofore been mortgage investors, 
may through this experience be induced to include housing mortgages in their 
investment portfolios in the future. 

The contemplated exchange program has evoked wide interest on the part of 
investment series B bondholders. Many of these bondholders have heretofore 
confined their mortgage investments to strictly local areas. If, as a consequence 
of the exchange, these investors are persuaded to expand their mortgage port- 
folios by purchasing and holding nonlocal mortgages, the benefits will be of 
special importance to capital shortage areas. 

At the present time funds appear to be generally adequate for home mortgage 
financing on a competitive basis. The funds invested by private enterprise in 
the housing industry each year aggregate an impressive sum. For example, dur- 
ing the calendar year 1958, the new financing involved in purchases of one- to 
four-family unit nonfarm homes’ totaled more than $27 billion. The contem- 
plated exchange would represent only a relatively nominal portion of the total 
annual financing required by the home mortgage market. 


POSSIBLE LOSS TO THE GOVERNMENT BY REASON OF THE EXCHANGE 


The annual net return to the Association on the exchangeable 4-percent mort- 
gages is approximately 3.38 percent at this time, after payment of servicing 
charges of 0.5 percent and administrative costs of 0.12 percent, based on present 
outstanding principal balances. The unpaid principal balances of the mortgages 
wiil, of course, continue to be reduced by amortization, but the administrative 
costs per mortgage unit will not change materially dollarwise—these administra- 
tive costs will increase percentagewise, however. This circumstance will pro- 
gressively continue to reduce the already low return on this portfolio. 

If the net return from the exchangeable 4-percent mortgages is related directly 
to the interest return on the 2%-percent Treasury bonds, the difference in rates 
amounts to about 0.63 percent at this time. With respect to each $1 million of 
mortgages exchanged, it represents a possible reduction in future income of less 
than $20,000 over the period of 6 to 7 years during which these mortgages are 
expected to be repaid (assuming the exchange to be on an even basis). Such 4 
possible reduction in future income would be less than 2 percent of the amount of 
mortgages exchanged, and is hardly significant when compared with the prices 


_— 


thes 
sect 
ava 
futt 
unp 

i 
the 
excl 
any 
mor 
of i 
the 
com 
of ir 
of il 


COM 


V 
hol 
inst 
the 
limi 
bett 
thei 
whi 
for 
curl 

J 
sale 
mee 
Spec 
org: 
ent 
the 
aut! 
Onl 
tion 
Gen 
mor 
evel 
ing 
tran 


POS: 


T 
bon 
subj 
tion 
in tl 
195¢ 

Y 
bon 
mitt 
sure 
the | 
is al; 
time 
aske 
and 
terec 
Tres 
Teco) 
Eeor 
gard 


O- 


GE 


{A 
che 
m- 
ice 
res 
ion 


nds 


ate 
pad 
lers 
ors, 
1eir 


t of 
fore 
nee 
ort- 
» of 


age 
e in 
lur- 
- to 
em- 
otal 


.ort- 
cing 
sent 
ages 
itive 
stra- 
pro- 


actly 
ates 
yn of 
"less 
5; are 
ch a 
nt of 
rices 


eee LL LL 
LLL LLL LLL LL OLLI I 


EXCHANGING FNMA MORTGAGES FOR TREASURY BONDS 15 


these mortgages could command if they were currently to be sold in the general 
secondary mortgage market. Of course, if the mortgages were to be made 
available for exchange on a competitive basis, any such reduction in potential 
future income would be offset by whatever amount was received in excess of the 
unpaid principal balances of the mortgages. 

It should be noted that although the Government could, as a consequence of 
the proposed transaction, experience a reduction of potential future income, the 
exchange of mortgages for bonds on an even basis or better could not represent 
any loss of capital assets. Even though the net interest return from the exchanged 
mortgages (after deducting all expenses) could be somewhat more than the rate 
of interest the Treasury would have paid on the 2%4-percent bonds, there remains 
the broad policy question whether Government funds should be employed to 
compete actively with private industry by continuing the Government’s ownership 
of interest-bearing mortgages solely because a profit can be made over lower rates 
of interest paid by the Government on public debt obligations. 


COMEFARATIVE EFFECT OF EXCHANGE UPON LARGER AND SMALLER LENDERS AND 
MORTGAGE COMPANIES 


We learned that his inquiry is concerned with “‘servicers’’ rather than bond- 
holders. Servicers are, of course, those that for a fee collect the monthly mortgage 
installments and otherwise service FN MA-owned mortgages. In some instances 
the access of the smaller servicers to typical bondholders may be relatively more 
limited. It has been urged that such smaller servicers would be placed on a 
better competitive basis, for the purpose of enabling them to continue to hold 
their servicing arrangements, if they were given a preferential period of time in 
which to negotiate with some owner or owners of bonds suitable arrangements 
for the exchange of bonds for those particular FN MA-owned mortgages they are 
currently servicing. 

I believe there can be no question that the success or failure of any mortgage 
sales undertaking is highly dependent on the ability of the seller (FNMA) to 
meet the investment needs and preferences of purchasers, including their right to 
specify the areas in which they desire to purchase mortgages and to designate the 
organizations that will service the mortgages for them in the future. In the pres- 
ent instance the negotiations in the contemplated exchange will be solely between 
the Association and the holders of investment series B bonds or their formally 
authorized representatives, and will not be with FNMA’s servicers as such. 
Only the purchasers will be in a position to determine the identity of the organiza- 
tions that will service the mortgages acquired under the exchange procedure. 
Generally speaking, it is the Association’s practice to encourage purchasers of its 
mortgages to assume FN MA’s existing servicing arrangements—-we cannot, how- 
ever, insist upon any such requirement nor can we exercise control over the servic- 
ing arrangements that the new owners of the mortgages may make after the 
transactions have been completed. 


POSSIBLE LOSS TO GOVERNMENT FROM TAXABLE STATUS OF EXCHANGE TRANSACTION 


The Secretary of the Treasury has indicated that the exchange of Treasury 
bonds for FN MA mortgages will constitute a taxable transaction (for bond’ owners 
subject to tax) under the Federal income tax laws, and that the proposed transac- 
tion will not offer any special tax advantages. This subject is covered in detail 
in the Treasury’s answer to Congressman Patman’s question 2 of February 25, 
1959, referred to hereunder. 

You will recall that the subject of exchanging FNMA mortgages for Treasury 
bonds was discussed briefly during the housing hearings before the Senate Com- 
mittee on Banking and Currency in January of this year. You also know, I am 
sure, that the matter was more fully developed in January and February 1959 by 
the Joint Economic Committee, of which the chairman is Senator Douglas, who 
is also a member of the Banking and Currency Committee of the Senate. At that 
time Congressman Patman, vice chairman of the Joint Economic Committee, 
asked a number of pertinent questions concerning the proposed exchange plan 
and its objectives, and the conditions under which it would probably be adminis- 
tered. Congressman Patman’s discussion of the subject with Secretary of the 
Treasury Anderson, the questions asked, and the answers given in reply are 
recorded on pages 417-422 and 770-775 of the hearings on the January 1959 
Economie Report of the President. The views of the Treasury Department re- 
garding the taxable status of the exchange transaction are discussed on page 419 
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and pages 771 and 772 of the report. For your convenience, I am enclosing a 
copy of Congressman Patman’s questions and the Treasury Department’s answers, 
which appear in the record at the places indicated. 

By way of summary, it would seem to be patent that the proposed exchange of 
FNMA mortgages for Treasury bonds is a step toward carrying out the congres- 
sional intent of liquidating the mortgages held in the Association’s management 
and liquidating functions portfolio in an orderly manner and with minimum less 
to the Federal Government. If we are going to liquidate at least a part of the 
remaining portion of this portfolio, the present is probably the time and oppor- 
tunity to do so. The prospects of effecting sales of these mortgages to private 
investors continue to diminish in relation to declining principal balances, 

I trust that my comments have furnished the information you requested. 

Sincerely vours, 
J. S. BavGHMAN, 
President. 


Excerpt From JANUARY 1959 Economic REPORT OF THE PRESIDENT 
JANUARY 27-30 anp FEBRUARY 2-10, 1959 (Pp. 417—422) 


ANSWERS TO MR. PATMAN’S QUESTIONS 


1. Question. With what financial institutions would these exchanges be trans- 
acted? How would these institutions be selected? 

Answer. The present plan is that the exchange of mortgages for Government 
bonds would be limited to those financial institutions which are qualified to 
invest in FHA-insured and VA-guaranteed mortgages and which are the holcers 
of 234 percent Treasury bonds, investment series B. On December 31, 1958, 
these bonds were held as follows (exeluding holdings by Government investment 
accounts) : 


Million 

Commercial banks__-.- ; : Re co . $190 
Life insurance companies - - - - - --- -- a . 1, 898 
Mutual savings banks__________-_-_~- ‘ 5; ae cert A ee 882 
Fire, casualty, and marine insurance companies. oe SO ee Re de 144 
All other !__ : Pic ee Sees 
Total... ee i re he er i eg _. 5, 550 


! Includes individuals, nonfinancial corporations, pension funds, savings and loan associations, State and 
local governments, and miscellaneous investors. 


Question. What mortgages now held by FNMA would be offered in the 
exchange? What rate do they carry? 

Answer. The principal mortgages in the management and liquidating portfolio 
of FNMA which would be eligible for exchange are about $1 billion of VA-— 
guaranteed 4 percent mortgages. 

Question. What is their current market value? 

Answer. Since FHA and VA mortgages carrying a 4 percent interest rate are 
not, generally speaking, available for purchase, there is no ‘current market value,” 
as such. On a yield basis, the probable current market range would likely be 
between 86-88-90. Considering the seasoned character of the mortgages, the 
relatively early maturities, and the nature of the proposed exchange, the value of 
the mortgages should approximate the value of the bonds. 

Question. At what value are they carried on FN MA’s books? 

Answer. These mortgages are carried on the books of FN MA at par, or 100 per- 
cent of their unpaid principal amount. 

Question. Is there any statutory restriction against their sale by FNMA at 
less than par? 

Answer. There is no statutory restriction against the sale or exchange of these 
mortgages by FN MA at less than par. 

3. Question. What Government bonds held by the financial institutions would 
he exchanged for the mortgages? Are they marketable issues? 

Answer. The 234-percent Treasury bonds, investment series B, are not market- 
able bonds. T hey may be exchanged at the election of the owners into 1}4-percent 
5-year marketable Treasury notes. 

‘Question. What rate do they carry? 

Answer. These bonds bear interest at 234 percent. 

Question. When do they mature? 
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Answer. They mature April 1, 1980, but may be redeemed at the option of the 
United States on and after April 1, 1975, at par and accrued interest on any 
interest day or days on 4 months’ notice of redemption. 

Question. At what value are they carried on the books of the financial insti- 
tutions? 

Answer. This series of bonds was originally issued on April 1, 1951, at par in 
exchange for certain 2'4-percent Treasury bonds. An additional amount of such 
bonds was issued in June 1952 for cash and in exchange for certain 2% percent 
Treasury bonds. It is believed that the current owners of these bonds who are 
the original subscribers carry them on their books at par. 

Question. What is their current market value? 

Answer. The 2%4-percent Treasury bonds, investment series B, being nonmarket- 
able, do not have a current market value, as such. They are exchangeable for 
1%4-percent 5-year Treasury marketable notes which have a current market value 
for the current issues of about 90%. 

4. Question. In the exchange, would the financial institutions record the mort- 
gages acquired from FN MA at par, at current market value, or some other basis? 

Answer. We cannot say with certainty how the financial institutions will reeord 
these mortgages, and probably no single rule will be applicable to all. Since they 
will be receiving in exchange for their bonds, securities of approximately equal 
value, some of these institutions will probably record these mortgages at the same 
book value as their bonds. Other institutions may record them at current market 
value. 

4. Question. Will there be a book gain or loss for these financial institutions? * 

Answer. The answer depends, of course, upon how the financial institutions 
carry the bonds on their books and how they will record the mortgages they 
acquire. If, as indicated in the answer to question 3, the bonds are carried at 
par, and if the mortgages are recorded at par, there will be neither book gain nor 
loss. If the mortgages are recorded at their value at date of exchange, then a 
book loss will, in general, be incurred. 

Question. If loss, what would be the tax treatment of the loss? 

Answer. The tax treatment would be long term capital loss or ordinary loss 
depending on the type of institution and assuming, of course, that it is not exempt 
from tax on this type of exchange. 

Question. How much would this cost the Treasury in tax revenues? 

Answer. On the basis of our best estimates at this time, the revenue loss will be 
insignificant. 

5. Question. Would the bonds acquired in the exchange by FN MA be recorded 
on FN MA’s books at par, at current market value, or at some other basis? 

Answer. Because FN MA will get credit at par for these bonds in payment of its 
indebtedness to the Treasury, FN MA is entitled to record these bonds at par on 
its books. It is believed that FNMA should view the exchange of mortgages for 
bonds as being made on the basis of market values; but since FN M4A’s book loss 
on such exchange is promptly restored by the Treasury’s acceptance of the bonds 
at par, recording at par appears proper. 

Question. Will there be a book gain or loss for FNMA, at this point? 

Answer. At this point there will be a book loss for FNMA, but FN MA’s ability 
to get credit at par for the Treasury bonds it turns in restores the loss. 

6. Question. What will FNMA do with the bonds if aequired? 

Answer. It will turn the bonds over to the Treasury. 

Question. Will they be presented to the Treasury for retirement? 

Answer. Yes. 

Question. If so, at what value will FN MA’s account be credited—par value of 
bonds, market value, or what other? 

Answer. With the par value of the bonds, 

Question. Will this be the same, more than, or less than the book value of the 
mortgages exchanged? 

Answer. On the basis of present values, as above indicated, for the mortgages 
and bonds, the par value of the bonds will be approximately the same as the book 
value of the mortgages exchanged for them. 

Question. If less than, how will this portfolio loss affect FNMA’s financial 
position? 

Answer. In the light of the answer to the preceding question, it is not expected 
that there will be any appreciable loss. 


7. Question. How will the Treasury’s accepting the bonds and their retirement 
be reflected in the budget accounts? 
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Answer. The Treasury’s acceptance of the bonds at par in payment of FN MA’s 
debt to the Treasury (and retirement of the bonds) will be reflected in the budget 
as an income item, just as the Treasury advances to FN MA used to purchase the 
mortgages were reflected in the budget as an expense item. 

Question. If FN MA, upon presenting the bonds for retirement, is credited with 
the par value of the bonds, will the difference between the actual, market value 
of the bonds and their par value be reflected in any way in the budget accounts? 

Answer. No. 

8. Question. As a result of these transactions, will the Treasury’s financing 
needs be increased, reduced, or unchanged from those that would obtain if these 
transactions were not undertaken? In other words, how would the Treasury’s 
financing requirements be affected as compared with the situation in which 
FN MA, instead of exchanging the mortgages, offered them for sale in the market? 
Won’t the Treasury, in any case, have to borrow an additional $335 million? At 
what interest rate do you expect to be able to borrow this amount in fiscal 1960? 

Answer. The exchange of mortgages by FNMA for the 234 percent Treasury 
bonds and the retirement of such bonds by the Treasury would not increase, reduce, 
or change the Treasury’s financing needs during fiscal year 1960. Ifa like amount 
of mortgages were sold by FN MA for cash, the receipt of such cash by FNMA and 
its payment to the Treasury in reduction of its indebtedness would reduce the 
amount of Treasury’s cash financing by an equivalent amount, but would also 
have the effect of reducing by that amount the funds of private investors otherwise 
available in the market for mortgages. 

The exchange of mortgages by FNMA for Treasury bonds and the retirement 
of such bonds by the Treasury, while not affecting the financing needs of the 
Treasury in 1960, would have the effect of reducing the outstanding public debt and 
thereby furnish a like margin under the public debt limitation which would be 
available for use by the Treasury. 

In order to cover the estimated expenditures for fiscal year 1960 by FN MA for 
the purchase of mortgages under its special assistance program aggregating 
approximately $335 million, it will be necessary for the Treasury to issue a like 
amount of public debt obligations to obtain the necessary funds for this purpose. 
It is impossible to determine at this time the character of obligations which will 
be issued by the Treasury or the rate of interest that will be payable on such 
obligations during fiscal year 1960. 


Excerpt From JANUARY 1959 Economic REPORT OF THE PRESIDENT 
JANUARY 27-30 anp FEBRUARY 2-10, 1959 (PP. 770-775) 


1. Question. In the answer to question 1, you show the distribution by type of 
holder of the currently outstanding $5,550 million of 234 percent Treasury | onds, 
investment series B. As reported in the budget, only $335 million of FNMA 
mortgages are to be offered in exchange. Since only a small fraction of the total 
2% percent Treasury bonds, investment series B, will be accepted in exchange for 
the FNMA mortgages, wouldn’t it be necessary to choose among the present 
bondholders those to be eligible for the exchange? Which of the present holders 
of the 234 percent Treasury bonds, investment series B, will be selected to engage 
in the proposed exchange? How will the selection be made? 

Answer. As stated in Treasury’s answer to previous cuestion 1, only those 
companies of financial institutions qualified to invest in FHA-insured and VA- 
guaranteed mortgages and which are also holders of the 2% percent Treasury 
bonds, investment series B, would be eligible to accuire the mortgages to be sold 
or exchanged by FNMA. Many holders of the 2% percent Treasury bonds are 
not eligible to invest in the mortgages. 

There would be a public notice of the proposed exchange and a specific notice 
would be mailed to each holder of the 234 percent bonds, as these honds are issued 
only in registered form and the Treasury’s registration records would be used as 
a mailing list for this purpose. 

If FNMA should receive offers from holders of more than $335 million of the 
2%4 percent bonds for the purchase or exchange of mortgages, the offers could be 
considered in the order they are received, or only the most advantageous offers 
could be accepted. On the other hand, there is no compelling reason to limit the 
sale or exchange to $335 million. In this connection see the answer to question 
5 below, in which it is pointed out that one of the purposes of the proposal is the 
liquidation of mortgages held by FNMA as contemplated by law. 

FNMA in the course of its management and liquidating operations up to 
December 31, 1958, sold 130,000 VA-guaranteed mortgages amounting to $940 
million, and held in this account at that date about 230,000 mortgages amounting 
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to $1,350 million. The typical purchasers of FNMA’s mortgages are usually 
interested in the mortgages on properties in certain localities, or in certain mini- 
mum principal amounts. Also, in many cases they acquire the mortgages 
from FNMA only after an inspection of the properties securing them. Other 
purchasers may be interested in acquiring mortgages which can be readily serviced 
by their existing servicing facilities. Because of the large mortgage holdings of 
FNMA, investors can find greater convenience of selection from seasoned holdings 
than by buying piece by piece from scattered sources. These are some of the 
many factors which bear upon the sale of mortgages by FN MA, in addition to the 
prices which purchasers offer for the mortgages. 

2. Question. In the answer to question 4, you indicate some uncertainty about 
the manner in which the bondholders will record the FNMA mortgages 
acquired in the exchange. Yet you state that vour best estimate is that the 
revenue loss will be insignificant. In order to make a revenue estimate, don’t 
you have to make some assumptions about the class of bondholders whose bonds 
will be accepted in exchange for the FNMA mortgages and, moreover, some 
assumptions about the basis of the bonds in the hands of these holders and the 
basis of the FNMA mortgages in their hands? Since these respective bases will 
determine in large part the immediate tax consequences of the transaction, 
shouldn’t the question of basis for the FNMA mortgages acquired be of con- 
siderable concern to the Treasury? Isn’t the Treasury in a position to issue a 
ruling setting forth the basis to be used? If not, shouldn’t the Treasury seek 
legislation to insure that no tax loss will result from the transaction? 

Answer. If any uncertainty appears in the Treasury’s answer to previous 
question 4 about the manner in which the bordholders will record for financial 
statement purposes the FNMA mortgages acquired in the exchange, this is due 
to the fact that a precise answer applicable to each purchaser cannot be given. 
(This should be distinguished from the treatment of such transaction for tax 
purposes.) The eligible purchasers of the mortgages, such as insurance com- 
panies, savings banks, pension and retirement funds, savings and loan associations, 
commercial banks, ete., are governed by Federal and State laws and regulations 
under which they are organized and operate, with respect to the manner in which 
they record and value their assets. Some purchasers may be allowed to record 
the mortgages they acquire at par value, and others may record them at market 
value at date of purchase. 

In any event and no matter how the transactions are recorded on the pur- 
chasers’ books, the purchase or exchange will constitute a taxable transaction 
under the Federal income tax laws. There will not be any special tax advantages 
to either party from the proposed transaction. 

The management and liquidating function of FN MA is carried out as a govern- 


mental function and is not subject to tax or a charge in lieu of tax. As far ‘as 


holders of Government bonds are concerned, the exchange of the bonds for the 
mortgages will be a taxable transaction (for those holders subject to tax), the 
gain or loss being a capital gain or loss in most cases. Due to the rise in interest 
rates in recent years, any exchanges can be expected to result in losses from a 
tax standpoint. The mortgages received in exchange will be valued for tax 
purposes at less than par and if paid off at maturity, or sold before maturity at 
more than the exchange value, will result in a gain to the holder, generally a 
capital gain. 

These same results are taking place every day in ordinary market transactions. 
This is true even with respect to the 2%-percent Treasury bonds mentioned in 
question 1 above. Although nonmarketable, the bonds can be exchanged for 
1%-percent exchange notes. This is a nontaxable transaction with the notes 
taking the basis of the holder of the 2%-percent bonds because it constitutes the 
transformation of the bonds pursuant to a right contained therein rather than 
asale or exchange (Revenue ruling 57-535). However, the 14-percent notes are 
marketable and the seller who sells such notes then has a taxable transaction, 
which at the present prices will be a loss. In turn, the seller can use the proceeds 
from the notes to buy mortgages or bonds at a discount, or any other asset, with 
the intent of obtaining a capital gain. 

The magnitude of the possible tax losses and future gains are set by the size of 
the proposed exchange and the present market price of the securities involved. 
If $335 million of mortgages are exchanged for equal amounts of Treasury 2%- 
percent bonds, the maximum loss is about 10 percent or $33.5 million, with an 
approximate tax loss of $8.4 million (assuming a full 25-percent tax effect). Re- 
payment of the mortgages at par will result in most cases in equal gains in later 


years. This also involves tax revenues of approximately $8.4 million on the same 
basis of 25 percent. 
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This assumes that all purchasers will be fully subject to Federal income taxes. 
This is not entirely the case, however, as mutual savings banks and savings and 
loan associations sometimes have no tax liability because of a statutory deduction 
permitted for additions to a reserve for bad debts. Pension funds generally are 
exempt from tax. In the case of commercial banks, any losses from the exchange 
of the bonds for mortgages would be fully reflected in reduced taxable income, as 
banks may treat the excess of losses from bonds as ordinary losses rather than 
capital losses. However, since commercial banks apparently hold only $130 
million or about 2' percent of the 2%4-percent Treasury bonds, their possible 
participation in the transaction will be relatively small. 

It should be emphasized again, however, that the taking of the losses on the 
Government bonds is a common occurrence. 

In view of the foregoing, there is no reason to issue any special ruling or to seek 
legislation. 

3. Question. What is the volume of the VA guaranteed 4-percent mortgages 
now held by FNMA? What is the maturity schedule of these mortgages? Which 
of these would be offered in exchange for the 254-percent Treasury bonds? 

Answer. FNMA owned in its management and liquidating program as of 
December 31, 1958, an aggregate amount of $1,050 million of 4-percent VA- 
guaranteed mortgages. These are the principal class of mortgages it is proposed 
to sell or exchange for 254-percent Treasury bonds. These mortgages originally 
had terms of 20 to 30 years to maturity. They are amortized by monthly pay- 
ments on account of principal and interest. Thus, based upon their original 
principal amounts and terms they had an average maturity of 26 years. They 
were acquired by FN MA during the period ending in 1954. FN MA’s holdings of 
these mortgages are represented by 190,000 separate mortgages, the greater part of 
which are located in the following specified States: 


[Dollars in thousands] * 


State: Amount | State—Continued Amount 
Alabama _____-- afm sem Se, ee ROTO oe os en $81, 538 
California _ ___ Bete 246, 412 RON ns ci 28, 830 
tate SE ee ees 82, O86 UU i nce 150, 631 
Georgia _________- -—...- 43,682 Washington............ 41, 487 
Louisiana _ _ _ - ee ———— 
ee eee 148, 836 tt en ate! . 884, 707 


The average principal amount of the individual mortgages is about $5,600. 
Although the remaining terms of the mortgages necessarily vary, the bulk of 
final maturities will occur in a range having an average of about 16 years. (See 
also answer to question 1, above.) 

4. Question. The answers under questions 2, 3, and 4 suggest the possibility 
that the exchange will be treated by the present bondholders as a straight par 
value dollar-for-dollar exchange. In other words, for each par value dollar of 
2%4-percent Treasury bonds, investment series B, given up, the present bond- 
holders will get a par value dollar of 4-percent VA-insured mortgage. According 
to the answer, the V A-insured mortgages are seasoned and have a relatively early 
maturity, whereas the investment series bonds do not mature until 1980, callable 
in 1975, and while nonmarketable, are nevertheless exchangeable for 14-percent 
5-year Treasury marketable notes which are currently selling at a 9}-point 
discount. Isn’t the net effect of the proposed exchange, therefore, to give the 
present bondholders higher yielding assets than they now hold without any real 
capital loss (perhaps even with a real capital gain), even though they may be 
able to claim a capital loss or an ordinary loss for tax purposes? 

Answer. The answer to question 2 above explains fully the taxable status of 
the proposed sale or exchange of the FN MA 4-percent VA-guaranteed mortgages 
for 2%-percent Treasury bonds. 

Investors who are willing to exchange their 2%4-percent bonds for 4-percent 
mortgages will obtain an asset on which they will collect somewhat more interest 
than they now receive on the Treasury bonds. However, as pointed out in the 
answer to question 7 below, the 4-percent interest received on the mortgage will 
be reduced by the expenses and servicing costs incurred by the mortgage holder 
(this may amount to one-half percent or more). Many of the present bond- 
holders who may make the exchange are subject to Federal income taxes. Any 
increase in interest earnings will be reflected in higher tax collections by the 
Treasury. 

The difference between the average maturity term of the mortgages and the 
maturity of the 1%-percent notes (into which the 234-percent bonds are converti- 
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ble) is a factor which influences the current market values of the two instruments. 
Inasmuch as the market values at the present time are approximately equal, 
holders of the bonds who exchange them for the mortgages will be able to sub- 
stitute in their assets approximately the same par value of mortgages (am instru- 
ment partially guaranteed by the Veterans’ Administration) for an equal par 
amount of 2%4-percent Treasury bonds (a direct public debt obligation of the 
United States). Because of this coincidence based upon present market prices, 
it is believed that some holders will be willing to exchange their bonds for mort- 
gages, since both instruments are based in varying degree upon the credit of the 
United States. 

Again, as pointed out in answer to question 2, this type of transaction takes 
place frequently in the market as investors sell Government or other bonds at a 
discount and buy other securities or mortgages for the purpose of realizing greater 
investment income. 

5. Question. The answer to question 8 indicates that in fact the proposed 
exchange will leave the Treasury with the need for borrowing $335 million, just 
as if the level of mortgage purchases by FNMA proposed in the budget were to 
be financed without recourse to additional sales or exchanges by FNMA, Is this 
inference correct? If so, what useful purpose is served by the proposed exchange 
of FNMA assets for Treasury bonds of a lower yield? 

Answer. The Treasury’s answer to previous question 8 was directed to the 
specific inquiries raised in that question. It was pointed out that the exchange or 
sale of mortgages owned by FNMA for Treasury 2%, percent bonds would not 
increase, reduce, or change the Treasury’s need to borrow $335 million to be 
expended by FNMA for the purchase of mortgages in fiscal year 1960 under its 
special assistance program. However, a distinction was made between a trans- 
action involving the sale or exchange of mortgages for Treasury 2%4 percent bonds 
and a transaction involving the sale of mortgages for cash. 

The purpose to be served by the proposed exchange probably can be understood 
better if the operations of FNMA are briefly reviewed. 

FNMA was reorganized under the FNMA Charter Act approved August 2, 
1954. It was given three separate functions which are operated independently of 
each other, and for which FNMA must maintain separate accountability. 

The first function involves the purchase of mortgages under its ‘‘Secondary 
Market Operations.’”’ The Treasury furnishes some capital for this operation, 
but the law contemplates that ultimately private capital will be substituted 
therefor. Funds for this activity are currently obtained principally by borrowing 
from the public. Expenditures under this program financed by borrowing from 
the public are not reflected in budget expenditures. 

The second operation involves the purchase of mortgages under its special 
assistance functions. Funds for purchases of mortgages under this program are 
withdrawn from the Treasury and are reflected as budget expenditures. Collec- 
tions and sales of mortgages under this program are also reflected as receipt items 
in the budget (credited against expenditures). Net budget expenditures for the 
special assistance program were $129 million in fiscal year 1958. They are esti- 
mated to amount to $867.8 million in fiscal vear 1959 and $500 million in fiscal 
year 1960. 

The third operation relates to mortgages held by FN MA when it was reorganized 
in 1954 which were required to be set aside under its management and liquidating 
functions. These mortgages had been acquired with funds borrowed from the 
Treasury, and when the mortgages were originally purchased by FNMA such 
purchases were reflected in budget expenditures. Collections from and the pro- 
ceeds of sales of these mortgages have been reflected as receipt items in the budget 
(by credit against the expenditures). The Treasury is the residual recipient of 
all profits and losses from this operation. Net budget receipts (credited against 
expenditures) from the management and liquidating program amounted to $157.6 
million in fiscal year 1958. They are estimated to amount to $190.2 million in 
fiscal year 1959 and $500 million in fiscal year 1960 (including the $335 million 
from the proposed sale of mortgages for 2% percent Treasury bonds). 

The President included the following statement in his message to the Congress 
(p. M53) transmitting the budget for fiscal year 1960: 

“For the fiscal year 1960, the Association will endeavor to cover its expenditures 
for mortgage purchases by receipts from mortgage sales and other sources. To 
make this possible without diverting the flow of new funds from the mortgage 
market, an estimated $335 million in Government-owned mortgages will be 


offered to investors in exchange for certain Government bonds which then will 
be retired.”’ 
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The Congress made specific provision in the FNMA Charter Act, approved 
August 2, 1954, for the liquidation of mortgages owned by FNMA at that time. 
That act contains the following directive: 

“The Congress hereby declares that the purposes of this title are to establish 
in the Federal Government a secondary market facility for home mortgages, to 
provide that the operations of such facility shall be financed by private capital 
to the maximum extent feasible, and to authorize such facility to— 

“(g) * * * 

**(b) * * * 

““(c) Manage and liquidate the existing mortgage portfolio of the Federal 
National Mortgage Association in an orderly manner, with a minimum of adverse 
effect upon the home mortgage market and minimum loss to the Federal Goy- 
ernment.” 

The proposed sale or exchange of $335 million of 4 percent VA-guaranteed 
mortgages held in the management and liquidating program is a step in carrying 
out the congressional directive referred to above. In addition it will permit the 
maintenance of a balanced budget without requiring additional reductions in 
other expenditures or increases in taxes. 

6. Question. The effect of the proposed exchange, as shown in the budget, is 
to reduce FN MA budget expenditures by $335 million. The answer to question 8 
seems to state in effect that the proposed exchange does not affect the real volume 
or character of FNMA operations for the fiscal year. That is, the proposed net 
absorption or release of investable funds as a result of FNMA operations will 
not be affected by the proposed exchange. Is this inference correct? If so, 
doesn’t it mean that the budget expenditure savings of $335 million is merely a 
bookkeeping savings? 

Answer. The Treasury’s answer to previous question 8 was not intended to 
lead to the inference that the proposed sale or exchange of $335 million of mort- 
gages for 23, percent Treasury bonds does not affect the real volume or character 
of FNMA operations for fiscal vear 1960. 

As pointed out in the preceding answer to question 5, FNMA is conducting 
two operations having direct impact upon the Federal budget, namely, the special 
assistance program and the management and liquidation program. Net expendi- 
tures under these two programs, excluding the estimated receipts from the ex- 
changes of mortgages for the 234 percent Treasury bonds, are estimated to amount 
to $335 million for fiscal year 1960. These estimated expenditures have been 
offset in the budget by estimated receipts of $335 million in the management and 
liquidating program from the sale of mortgages for 234 percent Treasury bonds. 
Unless these $335 million of receipts from the proposed sale of mortgages are 
realized, the estimated budget surplus of $70 million for fiscal year 1960 will be 
changed to an estimated deficit of $265 million. The sale or exchange of the 
mortgages for 24% percent Treasury bonds has the effect of applying these budget 
receipts to the reduction of an equivalent amount of the outstanding public debt. 
The public debt obligations will be received and retired. They will no longer 
represent an outstanding debt of the United States. Under these circumstances, 
it would seem clear that the proposal is not ‘‘merely a bookkeeping savings.” 

7. Question. The answer to question 8 also states that the proposed trans- 
action, while not reducing the Treasury’s cash needs, will have the effect of re- 
ducing the outstanding public debt, thereby furnishing the Treasury somewhat 
greater leeway under the present public debt limitation. Is this the major 
public purpose to be served by the proposed exchange? Is so, isn’t the price to 
be paid—the possible loss in tax revenues, the reallocation of interest payments 
to private holders and away from FN MA, and the very likely net increase in total 
interest payments—too high? 

Answer. In the Treasury’s answer to previous question 8, it was stated that 
the proposed transaction “would have the effect of reducing the outstanding public 
debt and thereby furnish a like margin under the public debt limitation which 
would be available for use by the Treasury” in financing its other needs. This 
statement was intended to refer only to one of the collateral advantages of the 
proposal, and was not intended as an indication of its major public purpose. 

As indicated in the Treasury’s answer to previous question 4, and as more fully 
explained in answer to question 2 above, the proposed transaction involves only 
an insignificant loss at most in tax revenues. 

The net rate of interest collected by FNMA on the mortgages (after deducting 
its expenses and servicing costs) is somewhat more than the rate of interest 
paid by the Treasury on the 2%-percent Treasury bonds. However, this repre- 
sents the evaluation of investors in the public market place of the relative differ- 
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ence between investments in direct public debt obligations of the United States 
and investments in private mortgages guaranteed by the Veterans’ Adminis- 
tration. 

The Government should not actively compete with private industry by pur- 
chasing and holding interest-bearing mortgages and other evidences of indebted- 
ness of private parties solely because it can make a profit over the lower rates of 
interest it pays when it borrows on public debt obligations. 





FEDERAL NATIONAL MorTGAGE ASSOCIATION, 
June 4, 1959. 
Hon. JoHN SPARKMAN, 
Chairman, Subcommittee on Housing, Committee on Banking and Currency, U.S. 
Senate, Washington, D.C. 

DeaR SENATOR SparRKMAN: In reference to my letter to you of June 3, I find 
that under the heading ‘‘Possible loss to the Government by reason of the ex- 
change’”’ the answer was not fully responsive to your inquiry in that the com- 
putations took into account the losses for only the first 6 or 7 years rather than 
for the full remaining term of the mortgages. 

In the foregoing circumstance, I am enclosing a substitute page 2 for my June 
3 letter. I hope the substitution can be effected as though the substitute page 
had been included as a part of the original letter. 

Sincerely yours, 
J. S. BauGHuMan, President. 
Enclosure. 
~ * - 8 » * . 
POSSIBLE LOSS TO THE GOVERNMENT BY REASON OF THE EXCHANGE 


If the net return from the exchangeable 4 percent mortgages is related directly 
to the interest return on the 2% percent Treasury bonds, the difference in rates 
amounts to about 0.63 percent at this time. With resp ect to each $1 million of 
mortgages exchanged, it represents a possible reduction in future income of less 
than $40,000 over the remaining term of such mortgages (assuming the exchange 
to be on an even basis). Such a possible reduction in future income would be less 
than 4 percent of the amount of mortgages exchanged, and is hardly significant 
when compared with the prices these mortgages could command if they were 
currently to be sold in the general secondary mortgage market. Of course, if the 
mortgages were to be made available for exchange on a competitive basis, anv such 
reduction in potential future income would be offset by whatever amount was 
received in excess of the unpaid principal balances of the mortgages. 

* * * om ao * © 


Senator SPARKMAN, I made reference to your testimony before the 
House committee in which you indicated the loss of $6 million, and, 
as you say here, you decided that your first letter which substan- 
tiated that did not give the full information that I desired involving 
the entire amount. 

In your second letter—I just pick out hurriedly, and I will see if 
this is correct, you say: 





With resvect to each million dollars of mortgages exchanged, it represents & 
possible reduction in future income of less than $40,000 over the remaining term 
of such mortgages, assuming the exchange to be on an even basis. 


You also say that there is some billion dollars’ worth, in round 
numbers, of these mortgages. You are anticipating exchanging 
$335 million at the present time? 

Mr. BauGuMAN. $335 million is the figure in the President’s 
budget message. 

In my testimony this morning, in today’s market, and having in 
mind that we ought to consider the mortgage market at all times when 
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we go into the market, we thought about $200 million at the present 
time. 

Senator SpARKMAN. Yes; but I took it that was probably the first 
stage. 

But taking your figure of $40,000 per million, then, if you exchanged 
the full billion, that would represent a loss of $40 million, would it not? 

Mr. BauGHMAN. That is correct. 

Senator SPARKMAN. It seems to me that that is a rather pertinent 
figure for us to keep in mind. 

Senator Douglas, I am not sure you heard that. 

Senator DovGuas. I am trying to absorb this. 

Senator SpARKMAN. I think it is a rather significant figure. 

You have seen the statement that Mr. Baughman in testimony 
before the House committee had estimated the loss on this transfer at 
approximately $6 million. 

Senator Dovatas. In interest? 

Senator SPARKMAN. In income. 

Senator DouGtas. That is an annual loss, too, is it not? 

Senator SPARKMAN. No; that is the total loss. 

Senator Dovetas. Yes. 

Senator SPARKMAN. But now he has given us a more complete state- 
ment, or he has written me a subsequent letter, that has just come 
this morning. I extracted what I think is a very pertinent part of 
it that says this, which I will repeat: 

With respect to each million dollars’ worth of mortgages exchanged, it repre- 
sents a possible reduction in future income of less than $40,000 over the remaining 
term of such mortgages, assuming the exchange to be on an even basis. 

I asked this question: ‘“Then if he exchanged the full billion dollars, 
that would represent a loss to the Government of approximately $40 
million?”’ 

Senator Dove as. The answer to that was “Yes.” 

Senator SpARKMAN. That is right. 

Mr. Baughman has just finished his statement. I interrupted for 
Senator Frear’s questioning since he had to leave. It might be well to 
let Mr. Baird give his statement and then we can ask questions across 
the board. 

Mr. Baird, we are glad to have you with us, and you may proceed. 


STATEMENT OF JULIAN B. BAIRD, UNDER SECRETARY OF THE 
TREASURY FOR MONETARY AFFAIRS, AND W. T. HEFFELFINGER, 
FISCAL ASSISTANT SECRETARY, AND JOHN K. CARLOCK, AS- 
SISTANT GENERAL COUNSEL, TREASURY DEPARTMENT 


Mr. Barrp. Mr. Chairman, I too have prepared a written state 
ment, and I believe it has been passed around. 

Senator SPARKMAN. We have it. 

Mr. Bairp. May | read that? 

Senator SPARKMAN. Yes, sir. 

Mr. Bairp. I am pleased to have this opportunity to present the 
views of the Treasury Department concerning the proposed sale of 
the 4-percent VA-guaranteed mortgages held in the Management and 
Liquidating Portfolio of FNMA. The Treasury supports the proposal 
because the basic objective of the proposed exchange of FNMA mort- 
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gages for 2%-percent bonds is to carry out one of FN MA’s primary 
statutory purposes. This purpose, whose importance must not be 
lost sight of, is to manage and liquidate FNMA mortgages “in an 
orderly manner, with a minimum of adverse effect upon the home 
mortgage market and minimum loss to the Federal Government.” 

Two incidental benefits will accrue to the Government through the 
carrying out of this objective by the exchange of FNMA mortgages 
for Government bonds. 

The first benefit is reduction of Government debt through retire- 
ment of the bonds acquired by FNMA in the exchange and surrender 
to the Treasury for cancellation. 

The second benefit is that retirement of these bonds properly will 
be reflected in the budget as a receipt item, credited against the 
expenditures of FNMA, just as the purchase of the mortgages was 
originally reflected in the budget as an expenditure item. 

These two secondary benefits, which are real and are important, 
are nevertheless incidental to the basic purpose of the exchange, which 
is the carrying out of FNMA’s statutory obligations through liquida- 
tion with minimum adverse effect on the mortgage market and mini- 
mum loss to the Government. 

We do not believe that the sale of these mortgages for Treasury 
bonds will have any material impact upon the current mortgage 
market. It is not expected that the proposal will reduce in any 
signiiicant amount, if at all, the cash which otherwise would be avail- 
able for investment in the mortgage market. We believe the proposal 
will only be attractive to institutions and other organizations which 
are investors in mortgages and are accustomed to “the problems in- 
volved in the servicing of mortgages, and which will be able to enlarge 
their mortgage holdings by reducing their holdings of the 2%-percent 
Treasury bonds. 

These bonds, being nonmarketable, are held by the original pur- 
chasers. This precludes the possibility of speculators buying up 
bonds in the market to turn in to FNMA for mortgages 

The 2% percent Treasury bonds, investment series B, which will 
be accepted by FNMA for mortgages, is an issue of nonmarketable 
bonds which mature in 1980 but which may be callable for redemp- 
tion by the Treasury in 1975. The holders of these bonds, however, 
may at their election present them at any time for marketable 1% 
percent Treasury 5-vear notes. 

Since April 1, 1957, about $2.25 billion of bonds have been exchanged 
for marketable 1% percent notes. 

As a consequence, there are 10 separate issues of 1% percent notes 
aggregating $3.3 billion outstanding in the market in amounts rang- 
ing from $99 million to $590 million. An issue of these 1% percent 
notes is coming due each 6 months and must be redeemed in cash 
by the Treasury. These small issues also present market problems 
in that they are difficult issues in which to make market transactions 
because of their relatively small sizes. 

In your telegram to the Secretary, you indicated that you wished 
to discuss the internal revenue aspects of the proposal. 

On the basis of our best estimates at this time, the revenue loss 
would be insignificant. The proposed exchanges would constitute 
taxable transactions under the Federal income tax laws—that is, for 
those holders subject to tax. Due to the rise in interest rates in 
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recent years, any exchanges can be expected to result in losses from 
a tax standpoint. These will be long-term capital losses in most 
cases. The mortgages received in exchange would be valued at less 
than par and if paid off at maturity, or sold before maturity at more 
than the exchange value, would result in a gain to the holder, generally 
a capital gain. 

These same results are taking place every day in ordinary market 
transactions, including the market transactions I mentioned involv- 
ing the 2% percent Treasury bonds. When the bonds are exchanged 
for 1% percent notes, this transaction is nontaxable, because the 
exchange is made pursuant to a right contained in the bonds and is 
viewed as merely a change in the form of investment. But the seller 
who then sells such notes has a taxable transaction, which at present 
prices will result in a loss. 

The magnitude of the possible tax losses and future gains are set by 
the size of the proposed exchange and the present market price of the 
securities involved. If $335 million of mortgages are exchanged for 
equal amounts of Treasury 2% percent bonds, “the maximum loss is 
about 10 percent, or $33.5 million, with an approximate tax loss of 
$8.4 million, assuming a full 25 percent tax effect. Repayment of the 
mortgages at par will result in most cases in equal gains in later years. 
This also involves tax revenues of approximately $8.4 million on the 
same basis of 25 percent. 

This assumes that all purchasers will be fully subject to Federal 
income taxes. However, many investors who are likely to be in- 
terested in acquiring the mortgages, such as mutual savings banks and 
savings and loan associations, often have little or no tax liability be- 
cause of a statutory deduction permitted for additions to reserves. 
Pension funds generally are exempt from tax. 

The attached table shows estimated holdings, by classes of owners, 
of the 2% percent Treasury bonds. 

If you just turn the page, there is a table there, and I think it needs 
a little explanation. 

The left-hand three columns are the original subscriptions when 
these old 2%’s were exchanged for 2%’s. 

The came keeps a running estimate of current holdings of its 
securities. However, the ones that are in the group at the top of the 
sheet are all carried in the estimates we have under “‘all other,’ so 
that is not broken down. But if you were to interpolate and the 
holdings in the upper bracket there were reduced in about the pro- 
portion that the $3,963 million subtotal is reduced to $2,383 million, 
you get holdings in pension and retirement funds of something of the 
magnitude of $1.5 billion. You would get holdings in State and local 
governments there of something in the magnitude of $400 million and 
holdings of savings and loan associations of about $100 million. 

So you see in this list there are a lot of institutions. The bulk of 
them that would exchange are tax exempt. The holdings of com- 
mercial banks, for example, are very small. 
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(The table referred to follows:) 


2%4-percent Treasury bonds, investment series B 


{In millions of dollars] 











Original subscriptions Holdings, 
Class of investor Fee Apr. 30, 
1959 ! 
1951 1952 Total 
Ponsion an coleman TAGE. 25 sncccsccecscincnncwoncdoccs 1, 847 453 Cs conwakimacate 
State and local governments, other than pension and retire- 
ON ria ig vad ios ie eae co ole Gems ns alae cna 550 164 TOE lisiskaandea cae 
Savings and loan associations, building and loan associa- 
tions, and cooperative banks---.-....-..-.-- Juiaereds Galion 124 41 MG ic dcntaeciicee 
AE ee eres 183 10 Mt adtcaaccssen 
All other private investors__.......-.-.-.---- tae ee aaa | 525 66 ene nica 
oni ct cactin koa enkbiibiacwaommmmasd cael 3, 229 734 3, 963 2, 383 
RN NN oS os a ac Scantemandnabaamans am 3, 338 336 3, 674 1,810 
Ss i Te. cnusenhenchnniadedesannnanans 1, 252 127 1,379 796 
Commercial and industrial banks---............-.---.--.- 4 172 37 209 123 
I IO as Sis a ini allot ioeres headin i eee ivscccncees PGE ice enpimetinn 
Government investment accounts...........--...-------.-- 2, 870 523 3, 393 2, 704 
| s 
Rare aco nine ac oe he a a ch etek Ueland 13, 574 1, 757 | 15, 331 27,816 


1 Survey of ownership. 
2 Outstanding Apr. 30, 1959, $7,816 million. 


Mr. Barrp. I will now resume the reading of my comments. 

It should be emphasized again that the exchange of mortgages for 
2%-percent Treasury bonds does not make available to owners of the 
bonds any tax privilege for taking losses on their bonds that they do 
not already possess. As a matter of fact, there is attached a schedule 
of outstanding 1%-percent Treasury notes issued in exchange for the 

-percent Treasury bonds which shows that bond owners during the 
a 2 years have elected to take losses on the disposition of more ‘than 
$2 billion of their 2%-percent Treasury bonds. These are taxable 
transactions to the extent that the bond owners were subject to Fed- 
eral income taxes. 

Then the second schedule lists the exchanges that have taken place 
which are now proceeding at the rate of about a billion dollars a year. 

(The schedule referred to follows:) 


1% percent Treasury notes issued in exchange for 2% percent Treasury bonds, invest- 
ment series B 


[In thousands] 
Outstanding May 


Period: 31, 1959 
te Bt Na 0 a Bt gehen aoe ie $99, 108, 000 
1 LS By oe SE | ae i i Ae en 198, 041, 000 
NT ig ae OSI oo as 2 277, 542, 000 
Avie, es eaeeeen. “ees Ome. 2628 2 Bie Lei Let ls sun 144, 033, 000 
Oct. 1, 3060, 20. Mar. 31, 1057........-4.6-4.~.-.-.- jae bs 331, 975, 000 
TR EES SE OE TTT ee See ae 551, 176, 000 
Ob eee tee I SN ei a ee eee epee 590, 195, 000 
ee tS es ss Ans 533, 150, 000 
coe S, Bee, Oe Bee any Beeeele i ci 505, 574, 000 


Oe ee ke i Oe ey oN ai 19, 764, 000 
May 1959 ede Ne Ne tac ea Sen 70, 455, 000 


tO aR Pes Rae steatalew tor Oct atic : 3, 321, 013, 000 
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Mr. Barro. | might just add that that billion dollars a year drop- 
ping down into the 5-year area in a rather undesirable type of security 
in one sense—in that they are small issues, that there is not much 
market for and forces us to pay off in a relatively short period—is one 
of the things that confronts us in debt management. 

If we can retire some of that debt and not have it coming down 
into the short area, we think that is a net gain. 

I think that concludes my statement, Senator. 

Senator SpakKMAN. Thank you, Mr. Baird. 

Senator DovuG.Las? 

Senator Doucuias. Mr. Baird, | am puzzled as to why you should 
be asking for this exchange. As 1 understand it, your primary purpose 
is to escape the debt limit. 

Mr. Barro. No, that is not the case, Senator. The debt limit does 
not enter into this. We are not cramped on our debt limit, have not 
been the last year. I think you were misinformed. 

Senator Doveias. But will you not ask for an increase in the debt 
limit? 

Mr. Barro. Yes, we will ask for an increase. 

Senator Dovucias. Then, are vou not being cramped by the debt 
limit at present? 

Mir. Barro. Well, it is true that if we retire these bonds we will 
need less debt limit than we would otherwise. 

Senator Dovuaias. Was that not the original purpose of this pro- 
posal which was made back in January? ‘To escape from the debt 
limit? 

Mr. Barrp. No, sir. 

Senator Doue.ias. Was that not one of its effects? 

Mr. Bairp. It is one of its advantages that it lowers the debt. 

We think there are two advantages there. It lowers the debt. 
We also think that it assists in handling the budget. And we think 
that is a worthy purpose. 

Senator DouGias. May I point out that the newspapers have been 
full of statements in the last few days that you intended to come up 
here and ask for an increase in the debt limit. There was said to 
have been a conference at the White House Monday night at which 
the President and the Secretary of the Treasury urged this very 
strongly, as reported by the minority leader though not by others. 

And in the speech of the President yesterday before newspaper 
editors there was an implication that he was going to ask for increase 
in the debt limit. 

Is that not true that you will ask for an increase in the debt limit? 

Mr. Barrp. Obviously we must ask for an increase in the debt limit. 

Senator Doucias. Then why do you need to reduce the debt if this 
means a financial loss of $40 million, a potential loss of $40 million, as 
Mr. Baughman himself admits in the letter to the chairman? 

Mr. Barrp. Well, Senator, in the liquidation of FNMA through 
the years there have been many occasions where assets have been sold 
at less than what they were acquired for. And the language of the 
statute says ‘at minimum loss.” 

We conduct operations in FN MA every day that involve losses over 
what another device could do. 

Senator Dovetas. You are not frightened by this loss of $40 million’ 

Mr. Barrp. No, sir; we are not frightened about that. 
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Senator DouGcias. You do not care about it? 

Mr. Barro. We do not think it is $40 million. We think it is $15 
million. We are talking $335 million, Senator. 

Senator Dovatas. Ail right. You admit there will be a loss of 
$15 million? 

Mr. Bairp. We admit there will be a loss of $15 million. 

Senator Douauas. If the holders of the billion take full advantage 
of the exchange, then there will be a loss of $40 million? 

Mr. Barrp. We do not intend to sell a billion at this time. 

Senator DouG.tas. You are not concerned about a loss of $15 million? 

Mr. Bairp. We would rather sell them without loss. It may not 
be $15 million. We believe we will get some premiums for these 
mortgages. To the extent we do, Senator, that will be reduced. 

Senator Doua.ias. I do not see the advantage in substituting one 
form of debt for the other when you lose $15 million outright to begin 
with. 

Mr. Bairp. We do not lose it outright to begin with. We lose it 
over a period of 15 years. 

Senator Doucuas. I do not see any advantage in that. 

Mr. Barro. Well, Senator, you could say, “What is the advantage 
of the secondary mortgage function here selling its obligations last 
week in the market, 9-month notes, at 44% percent, when we could 
have borrowed at 3%?” But that is the expressed intent of Congress, 
and we do it. 

Senator Doucuias. Let me raise another question. You say that 
the tax loss, the maximum tax loss, on $335 million is $8.4 million. 

Mr. Bairp. That is assuming all of it was made with institutions 
who are subject to tax. We think the preponderant part will be made 
With institutions that do not pay taxes. We gave you the gross 
figure. 

Senator Dovucuas. But there will be some loss? 

Mr. Bairp. There will be some loss. 

Senator Doveuias. And this in addition to the $15 million or the 
$40 million? 

Mr. Barro. That is not a permanent loss, Senator, because it means 
those securities will be on the books of those organizations at the 
lower figure, and when they mature or are sold out finally 

Senator Doucuas. But it is a loss in the initial year? 

Mr. Barrp. It is a loss in the initial year. 

Senator Dovueias. This would apparently be a very difficult year 
for the Treasury. Presumably you are going to make great efforts 
to balance the budget during the coming year. But now you take a 
loss, and if the full billion for which you ask authorization is taken 
advantage of, the tax loss will be around $26 million. 

Mr. Barrp. Well, Senator, I would say in response to that if we 
do not make this transaction FNMA in furtherance of its special 
assistance program will have to get an extra $335 million which does 
affect the budget. And if we can liquidate assets pursuant to instruc- 
tions the Congress has given us at a minimum loss and retire debt 
and not have to have FNMA go and ask for that additional debt that 
the Federal Government will have to create, it seems to me a worthy 
purpose. 

Senator DovaGias. Suppose you did finance FNMA out of the 
Federal budget. Would that not be at a lower interest rate than the 
Interest rate that vou are contemplating now? 
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Mr. Barrp. It would not be at a lower interest rate than the 2% 
percent bonds. 

Senator Douauas. No. 

Mr. Barrp. No, sir. 

Senator DouGcias. But lower than the other. 

Mr. Barro. Well, I come beck to this: Congress says that FNMA 
should go and sell its securities in the market ‘constantly, and we sell 
them at an average of five-eighths of 1 percent above what the 
Government can borrow direc tly for. But the Congress has seen fit 
to say that is the way they should do it. 

That is a much more substantial figure. There is $1.3 billion of 
secondary mortgage function securities in the market. Each time 

they have been sold, Senator, they have been from a half to three- 
quarters of a percent higher rate. That is a much more substantial 
figure each year than this figure we are talking about. 

So this is not a new concept. The way FNMA is operated it in- 
volves certain expenses that would not be there for the direct Federal 
operation. 

Senator Dove.as. If you are only going to sell $335 million, why do 
you ask for authority for $1 billion? 

Mr. Barrp. We did not ask for any authority as I understand it, 
We have authority to go ahead and do this anyway. We are not 
coming to the Congress ‘asking for authority. 

The Congress has looked into this eine. We have delayed 
proceeding with this in courtesy to the Congres 

Senator Dovetas. Has someone testified idles this committee 
that if the demand is there you will sell the whole billion? 

Mr. Barrp. No, sir. 

Senator Dove.as. I think that was the testimony before the Joint 
Economic Committee. 

Mr. Baveuman. I do not think it is in the testimony. I think the 
subject matter is in the exchange of correspondence w ith Congressman 
Patman. The statement was made in there that there was no reason 
to limit the exchange to $335 million. I think that statement is in 
there; something to “that effect. 

Senator DovGias. Who signed that letter? 

Mr. BauGuMan. That was the exchange of correspondence between 
the Secretary of the Treasury and Congressman Patman. 

Senator Dovetas. So the Secretary of the Treasury refused to 
pledge that he would stop at $335 million? 

Mr. Barrp. I think that is correct. The language was this in this 
statement that is in the record: 

Now, on the other hand, there is no compelling reason to limit the sale or ex” 
change to $335 million. 

Senator Dove.as. Do you think your answer was really responsive 
to my question then? You say there is no intent to sell more than 
$335 million, but the Secretary of the Treasury says there is no com- 
pelling reason to limit the sale or exchange to $335 million. 

Mr. Barrp. I put a time limit on it, Senator. 

Senator Dovucias. What? 

Mr. Barrp. I put a time element on it, Senator. I would think it 
was good business, depending on what the market is and what com- 
petitive propositions can be obtained from holders, to persist in the 
liquidation of this portfolio. 


Sel 
you 1 
Mi 
Sel 
$40 1 
medi: 
Mi 
be on 


of the 
Sel 


excha 
his in 
Mr 
Sen 
this | 
quest: 
Mr 
farfet 
Sen 
Mr 

if the 
Treas 
furthe 
Sen 
Baugl 
mortg 
ratio « 
Mr. 
make 
basis. 
at thi: 
millio: 
havin; 
tion o 
But 

& com 
with b 
tageou 
circun 
Sens 
Do we 
their r 


and | 
excess 





we 











EXCHANGING FNMA MORTGAGES FOR TREASURY BONDS 31 


Senator Doveias. Then what is your answer to the question? Do 
you intend to stop at $335 million, or do you not? 

Mr. Barrp. I would say not necessarily stop at $335 million. 

Senator Dovatas. Well, then, if you sell a billion, the loss would be 
$40 million on potential income from mortgage loans and an im- 
mediate loss of $26 million on capital gains. 

Mr. Barro. Well, even taking your figures, the $26 million would 
be on the theory that every exchanger was a taxable entity, and most 
of them will not be. 

Senator DovuGtias. There will be a portion of an added $26 miilion 
in addition to the $40 million loss on income from mortgage loans? 

Mr. Barrp. That would be correct on your assumption, sir. 

Senator Dove.as. If vou sell the full $1 billion. 

Mr. Barro. That is what I mean by your assumption. 

Senator DouG.ias. The Secretary of the Treasury on February 25 
of this year says there is no compelling reason to limit the sale or 
exchange to $335 million, which would seem to indicate that it was 
his intention to go above that figure. 

Mr. Barro. Are you addressing a question to me, Senator? 

Senator Doucuias. I am making a comment. I would like to ask 
this question: Does my conclusion seem farfetched? That is a 
question. 

Mr. Barro. That is a question? Whether your assumption is 
farfetched? 

Senator Dovuauas. Yes. 

Mr. Barrp. I think you have a right to assume that in future years 
if the market situation is right that the present Secretary of the 
Treasury might like to recommend to FNMA that they proceed with 
further liquidation of these mortgages. 

Senator Dovatas. Perhaps I should address my question to Mr. 
Baughman. What is the ratio of exchange between the FNMA 
mortgages and the Government bonds? How do you determine the 
ratio of exchange? 

Mr. BauauMan. Mr. Senator, our thinking at the present time is to 
make this exchange by putting it out on an offering and a competitive 
basis. You were not here for the statement, but we thought probably 
at this time if we went forward with it we would only put out $200 
million initially as an offering of mortgages in exchange for bonds, 
having in mind—I think we should always have in mind—the condi- 
tion of the mortgage market and make sure we do not disrupt it. 

But with $200 million we thought we would put the mortgages out on 
a competitive basis and have bondholders bid for these mortgages 
with bonds. In that way we think that we will get the most advan- 
tageous price to the Federal Government, commensurate with the 
circumstances or conditions in the market as it exists today. 

Senator Douatas. You have quotations on the Government bonds 
Do we have any adequate set of quotations on the mortgages, what 
their market value is? 

Mr. BauGuHMaNn. There is very little trading in 4 percent mortgages. 
That has been true for a number of years. 

They do have a method, of course, of figuring what yield they can 
get out of it and what advantage they may get out of such an exchange, 
and I feel that probably we will get a considerable number of bids in 
excess of the face amount of the mortgages. 
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Senator Doveias. Would you have any criteria by which you can 
judge whether or not these bids are proper? There is no organized 
trading, is there, in the mortgages? 

Mr. BauGuMan. No, there is no organized trading, but I think that 
we can feel the pulse of the situation and do a pretty good job on it, 

Senator DouG.ias. Pardon? 

Mr. BaucuMan. I say we can feel the pulse of the situation and do 
a pretty good job on it. 

Senator DouGuias. How do you feel the pulse? 

Mr. BauGuman. Well, feel what the sense of the market is, the 
demand, and what we can get to the best advantage for the Govern- 
ment in the way of an exchange. 

Senator Douauias. Without the aid of an organized market? 

Mr. Bauauman. Well, | think you will agree with me ordinarily 
in any market demand has a great deal to do with price. 

Senator Doucias. How are you going to measure demand? 

Mr. BaucuMan. I beg your pardon? 

Senator Douaias. How are you going to measure demand? 

Mr. Baucuman. Well, putting it on an offering or bid basis, you 

ean know how much demand there is and how much interest there js 
in the proposition. 

Senator Dovaias. Mr. Chairman, I am very skeptical about this 
whole affair. I take it that the administration has, or thinks it has, 
enabling legislation to carry this out; and that this is an investigatory 
hearing, and the ’y are not here for authorization. 

I think this matter needs very thorough probing by our staff. At 
the moment I would say if we could pass legislation to stop this I 
would favor it. I think by their own admission they are going to 
make a present to somebody of at least $5 million and in the long run 
$40 million and confer tax favors in addition. 

I fail to see any real benefit to be obtained by this action. If this is 
a prelude to what we hear in the press of a still bigger program of 
exchanges, I think it certainly should be examined most carefully. 

Senator SPARKMAN. Senator Proxmire? 

Senator Proxmire. Apropos of the last point that was made by 
Senator Douglas, I would like to ask Mr. Baird if in view of the con- 
cern that has been expressed in the House and in the Senate— 
understand the House Banking Committee has expressed concern 
about this and has asked, as a matter of fact, that there be some 
delay in this transaction—is it your intention to go ahead forthwith, 
or is it your intention to delay for some time? 

Mr. Barrp. Well, Senator Proxmire, 1 think we would have been 
in operation and probably made some exchanges by this time in this 
fiscal year except for the questions that have been raised here in the 
Congress. 

I do not think I can answer your question definitely. I think that 
decision would be made on a higher level than I am, by the President 
and the Budget Director and the Secretary of the Treasury. 

[| do not think I should speak for them as to whether we would or 
would not proceed if there was some doubt expressed, as Senator 
Douglas expressed, as to whether this is a desirable transaction. We 


believe it is. 
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We do not believe it is a giveaway. 

Senator Proxmire. Then the decision is not final and irrevocable? 
It is still subject to review and is still under consideration by the 
Secretary of the Treasury at the present time? 

Mr. Barro. | would think so. But I am not in a position to posi- 
tively say that, Senator Proxmire. I do not think I could with 
propriety. 

Senator Proxmire. Is it not true that the Federal Government is 
in the position in this transaction of giving up longer maturities and 
lower interest rate borrowing in return for something that will have 
a shorter maturity and require a higher interest payment? 

Mr. Batrp. Well, Senator, I do not think that is quite the case. If 
these bonds were merely bonds due in 1980, optional at the choice of 
the Government 1975, that is one thing. But this convertibility in 
which half of the entire issue, which was $15 billion, has been con- 
verted into these 5-year notes, and a lot of them are down to where 
we are paying them off—— 

Senator Proxmrre. What is the average maturity of the obliga- 
tions? Less than 5 years? 

Mr. Batrp. The average maturity is slightly less than 5 years. 
So this is not a long-term bond. It is a hybrid. It is something in 
between. And a billion a year are being converted and become 
5-vear obligations. 

Senator Proxmire. Recognizing all that, the effect of this transac- 
tion it would seem to me would be to somewhat shorten the maturity 
which in the present market would present even more complicated 
and difficult problems for the Treasury. 

Mr. Barrp. No, we think it will simplify our problem by not having 
multiplicity of small issues coming down into the 5-vear area. 

In the interest of sound debt management we would like to get rid 
of these 2% 

Senator Proxmire. Mr. Baird, I understand you are an experienced 
banker. You have devoted vour life to commercial banking. As a 
banker, do you think this would be good business for your bank? 

Mr. Barrp. Very few banks take or own long-term bonds of that 
sort, and most of the banks that did own them have converted them 
into 5-vear notes. 

There is only $125 million out of this nearly $8 billion that are 
owned by the commercial banks. 

Senator ProxmMiRE. Does it seem to be a good business proposition 
for the Government? You are a banker and a very successful banker. 
You understand this situation as a banker. . 

Mr. Batrp. Senator, | am down here trying to serve the public 
interest. 

Senator Proxmire. I know. 

Mr. Barrp. If the Secretary and I did not believe this was a sound 
thing for the Government to do and desirable in the interest of debt 
management and in the public interest, we surely would not participate 
im it, 


| recognize it is an area where there can be a difference of opinion 
among honest men. But this is our honest conviction. We think 
when we can retire some debt and we think we can prevent putting 
an extra drain on the budget in order to support the special assistance 
program, that is a worthy objective. 
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As I said earlier, we think anything, any proper means, by which 
we can liquidate assets to help us balance the budget in the present 
state of things in this country is a very desirable thing. We think 
that is a positive thing to do, not a negative thing that we ought to be 
afraid of. 

We are trying to balance this budget in any legitimate way, and we 
think the liquidation of assets at a fair price is worthwhile. 

Now, if we had to self these mortgages for cash, Senator, we would 
not recommend it for two reasons. We think the discount is too 
large, and the other reason is that it would take money out of the 
mortgage market that is otherwise available. 

This does not take money out of the mortgage market. 

Now, we exchange a mortgage that is depressed in price because of 
its low coupon rate and the present level of interest rates for a bond 
that is depressed in price. The whole question is whether we equate 
values. 

[ would add to what Mr. Baughman said that I do not think it is 
too difficult by interpolation to figure about what the market value of 
these 4 percent mortgages is. It is true they are not traded, but there 
are lots of 4%s traded and 5s and all sorts of other issues, and by a 
process of interpolation you can find these mortgages are worth 
somewhere in the neighborhood of 90. You cannot hit it right on the 
nose, but you can make a very good guess. 

And so this is a case if you own a $20,000 house and I own a $20,000 
house and we think we want to exchange, it does not make a bit of 
difference whether the price of the houses goes down to $15,000 and 
we still exchange. There is no difference in the fundamental values. 

The important thing is whether they are equated. 

So, to come back to answer your question, we really believe this is a 
constructive thing to do and should be continued beyond this $335 
million depending on the market situation at the time and what 
bonuses you can get in selling them. 

Senator Proxmrre. I don’t quite follow the argument if you argue 
that there is no difference in the maturities. This would shorten the 
maturities, wouldn’t it, from the Government standpoint? 

Mr. Bairp. This is an average maturity of 7 to 8 years. They have 
a Maximum maturity of about 16 vears. There is an average of 7 or 8. 
We are getting rid of those. It is true we will hold those as assets 
and the others as a liability. But these are going to fall rapidly into 
5-year bonds, and to that extent they are about the same, or a little 
shorter than the mortgages which we are getting rid of. 

Senator Proxmire. Once again, the $15 million as compared to 
the $335 million seems small, but it is measurable and perceptible. 
It seems to me the maturities are smaller and the problem with 
maturities as well as with service on the national debt is going to be 
somewhat adverse. 

I would like to ask Mr. Baughman when this portfolio was acquired. 

Mr. BauGuMman. Most of it was acquired prior to November 1], 
1954. Some of the mortgages date back considerably before that. 

Senator Proxmire. It was acquired in 1949, 1950, 1951, and 1952? 

Mr. Baucuman. That is correct. 

Senator Proxmire. At that time it had a tendency to unbalance 
the budget. This financial transaction—I don’t want to be partisan— 
would make the Truman budget at that time more negative, less 
balanced, contribute to the deficit. 
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Mr. BauGHMAN. In answer to that question, I would say that the 
purchase of mortgages at that time was financed by eash from the 
Treasury, which in turn, issued bonds to get the cash to buy the 
mortgages. 

Senator Proxmire. The answer is the acquisition of the portfolio 
did have an effect, an adverse effect, on the budget. 

Mr. BavucuMAN. Had an effect. 

Senaior Proxmire. The effect would be beneficial to the budget. 

Mr. BaucuMan. That is correct. 

Senator Proxmire. May I conclude wit! this observation. It is 
difficult for me, trying to be as nonpartisan as I can be, but still as a 
Democrat, to justify going along with a procedure that would cost 
the taxnayvers between $15 and $40 million, and which will put the 
Government in a less desirable position in view of the very short-term 
nature of our national debt anyway. The benefit is going to be claimed 
by the President that he is balancing his budget. That seems to me 
to be the only, trying to be as fairminded as I can, substantial benefit 
that comes out of this whole consideration. 

[ can’t see anything that the Federal Government is gaining from 
this except for the President to be able to say, ‘“We are balancing the 
budget; we are in a little better position to balance the budget.” 

Mr. BaucuMAN. There are three phases to the operation. I will 
repeat them: No. 1. It has its effect on balancing the budget. No. 
2. Ithas its effect on the debt limit. No.3. Itis an orderly liquida- 
tion of the portfolio, with a minimum loss to the Government, whether 
you consider that minimum or not, but | would say it is an orderly 
liquidation. ‘Those three factors enter into it. 

Senator Dovexas. I am very glad that the debt limit issue has been 
raised, because that is what I started on and which Mr. Baird has not 
denied. 

Mr. Baughman is saying it does give leeway on the debt limit. 
Since it has been stated and not denied that the administration intends 
to come up here in a few days and ask for an increase in the debt limit, 
that argument would seem to be removed. 

[ agree with my colleague, Senator Proxmire, that paying from $15 
million to $40 million, plus a loss in tax revenues of an undetermined 
amount, in order to enable the administration to make a fictitious 
bookbooking transaction seems to me to be against the public interest. 

[ would say this: If it were a Democratic President in the White 
House, | would feel the same way. 

Senator SpaRKMAN. Anything further? 

As I understand the situation, it has been pretty weil agreed here 
that the estimated long-term loss would be about $40,000 for each 
million handled, and with $335 million, if my figures are correct, 
$13,400,000 that would represent the loss. 

What I am trying to do is, more or less, summarize this, so I hope 
you will check me if I say anything that is wrong. While this is all 
that is claimed at the present time, yet it is admitted that, if the market 
should be equally favorable at some time in the future, it is entirely 
conceivable that the full $1 billion plus would be liquidated in a similar . 
manner. 

[recognize the desirability of getting the budget in as good a position 
as possible. I want to see it balanced about as much as anyone. | 
would like to see the national debt ceiling held down and even see it 
come down, if it can be done in an orderly fashion. 
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Furthermore, I recognize the desirability of liquidating this port- 
folio. But it seems to me the thing to be taken into consideration is 
whether or not the price that has to be paid is too great. 

I am not the one to passon that. I think Senator Proxmire brought 
out a point that seems to me to be rather significant. It has been my 
understanding all along that what we wanted to do in debt manage- 
ment was eventually, sometime, somehow, to get into long-term issues 
rather than short-term issues. 

It seems to me what the Treasury is doing is calling in by this 
transaction bonds that are not actually callable until 1975. 

Senator Dove.as. I will predict they will be up here next week and 
say they want to lengthen the term of Government bonds instead ot 
contracting them, lengthen them. That will be the argument for an 
increase in the interest rate. 

Senator SPARKMAN. As a matter of fact, I hope the time will come 
when they will lengthen them. I fail to understand why they are 
shortening them now. 

Mr. Baird, I just fail to see that point. Why is it desirable? 
Here is a bond that vou:have to pay 2% percent interest on, but you 
are not liable for that bond until 1975. And you are issuing bonds 
at 3% percent. Or what are you issuing them on? 

Mr. Bairp. It depends on the maturity. Over 4 percent. 

Senator SpARKMAN. How much? 

Mr. Barrp. Over 4 percent. 

Senator SpPARKMAN. Why do you want to call in a 2% percent bond 
while issuiug a 4 percent bond? 

Mr. Barrp. Senator Sparkman, I thought I made it clear that we 
don’t look at this as a 1980 bond. Experience shows they are being 
paid off at the rate of a billion dollars a year, being converted into 
5-year bonds, aud we are paying off some of the 1}’s that have been 
previously converted. We think we will pay those all off in the next 
few years, and we will he refinancing, if present rates continue, those 
bonds at 4 percent. 

If they were out at 1980 and there was not the conversion into 
5-year, 1%, we would agree with you. But that isn’t the case. We 
must look at them as a bond that is tumbling into the short maturity 
and we have to refinance at a higher rate. If we could retire them, 
they are out of the way. 

Senator SparKMAN. In other words, we can reasonably anticipate 
over the next several years seeing more and more of the public debt 
put into short-term issues rather than long-term issues; is that right? 

Mr. Barrp. You mean as a result of this transaction. 

Senator SPaRKMAN. No; not this transaction, but as a general trend. 

Mr. Bairp. We hope that is not the case. 

Senator SpARKMAN. | understood from what you just said, in effect, 
that is the case. 

Mr. Barrp. I said through the conversion it is available to. the 
holders of these bonds, particularly the 2% percent bonds, of taking 
at their option a 5-year bond. They are doing it at a rapid rate. 

Senator SPARKMAN. Can they do it now? 

Mr. Barro. Yes, sir; 7 billion of them have already done it. There 
were 15 billion outstanding; 7 billion, roughly, have done it. A billion 
did it last year, and it is proceeding apace. That is what we don't 
like as a debt management problem. 
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Senator SpARKMAN. What is the return on the 5-year notes? 


Mr. Barro. The return at the present market price? 

Senator SPARKMAN. Yes. 

Mr. Barro. The return at the present market price is about 4.22. 

Senator SPARKMAN. On the 5-year note? 

Mr. Barro. On the 5-year, 1%, yes. 

Senator SpARKMAN. Is that what they are converting them to? 

Mr. Barrp. And they are being sold in the market every day, 
the ones that are 5 years, but they stagger every 6 months up to 5. 

Senator SPARKMAN. I am afraid I don’t make myself clear. You 
say these people who are holding 2%-percent bonds have the privilege 
of converting them into short-term issues. That is what I am trying 
to get at. What is the interest you pay them on the short-term 
issues? 

Mr. Barro. One and a half percent. 

Senator SPARKMAN. One and a half percent? 

Mr. Barrp. Yes, sir. 

Senator SPARKMAN. I admit that I am at a loss in trying to under- 
stand the operation of the high finances of the Government. Why 
don’t vou profit if you can exchange 2%-percent bonds for a 1%-per- 
cent obligation? 

Mr. Barrp. Well, you profit temporarily, you profit temporarily. 
But the market price at which the 1%’s sell is essentially a way of 
stating what the 2%’s are worth. It is that ratio of the market of 
what the 2%’s are worth that we try to relate to what these mort- 
gages are doing. 

Senator SPARKMAN. To a layman it looks like this: That you have 
2%-percent obligations outstanding, that in effect vou are liquidating 
those in exchange for 4-percent mortgages, involving a loss that may 
run as much as $40 million, not including the tax loss. You could 
liquidate them for a lower rate of interest, 1% percent, couldn’t you? 
I don’t see how the Government stands to profit from that. 

Mr. Bairp. If we retire them, retire the 2% percent, they are not 
becoming 1% percent, they are retired, and we are paying no interest 
on them. 

The real measure is what has been presented here, the difference 
between—— 

Senator SPARKMAN. You are not paying any interest, but you are 
exchanging 4-percent mortgages. 

Mr. Barro. That net us 3% percent. 

Senator SpARKMAN. That will net 3% percent. So in one sense 
you are paying off an obligation on which you have to pay 2% per- 
cent interest, while exchanging for them an asset that pays you a 
het of 35 percent. 

At seems to me you lose in that deal and at the same time you are 
eliminating a long-term obligation which will force you eventually to 
issue short-term obligations. 

I just don’t see how the Government stands to gain by such a 
transaction as that. 

Mr. Bairp. Well, I repeat we think it is a good transaction. 

Senator SPARKMAN. Yes. 


Senator ProxmireE. Could I interject at that point, Mr. Chairman? 
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Senator SPARKMAN. There is just one more question [ want to ask 
in this connection. When the 2% percent bonds are exchanged for 
the 1% percent, is that exchanged on a par basis? 

Mr. Barrp. Yes. 

Senator SPARKMAN. Again I admit my weakness in trying to 
understand these things, but if that is true, I don’t follow w hat you 
said regarding the - percent security on the market. In other 
words, how does that affect it at all? 

Mr. Barrp. Well, 1 can’t make it any clearer, I think. 

Senator SPARKMAN. All right, sir. 

Mr. Barrp. I realize this is a complicated -problem. 

Senator SPARKMAN. It is a complicated problem. I certainly agree 
with you on that. 

All right, Senator Proxmire. 

Senator Proxmire. If you say there is such a very heavy conversion 
into 5-years, this is a new element I hadn’t realized, has this been 

taken into consideration in the estimate of the $13.3 to $40 million 
loss to the Treasury? 

In other words, it seems to me it would be aggravated, it would 
be increased if, instead of 2% percent you have a 1% percent obligation 
that is being—— 

Mr. Barrp. What we exchange will not be converted, it will be 
retired, so there is no interest factor on them at all. 

Senator Proxmire. Yes, but you have an alternative. 

Mr. Batrp. We don’t want to see these converted into 5-years, 1} 
percent. We would prefer having them stay. 

Senator Proxmire. You say the Secretary of the Treasury and the 
President are considering this. They may decide either way; decide 
against the swap. If they do, the alternative i is that many of them 
would be converted, as you say, into 5-year issues, at a 1% percent 

cost to the Government, as compared to the present cost, which is 
considerably higher than that, and which have longer maturity. 

Mr. Barrp. Then the Federal debt is larger by that amount. 
Short maturities are coming due and if you consider the present rate 
structure, we will be refinancing them at 4 percent. 

Senator Proxmire. And the service cost during the 5-year period 
is reduced, sharply reduced, on a substantial part of this obligation 
that is converted. 

Mr. Barrp. It is true if they are converted for that 5 vears their 
service cost is reduced, but you have to pay them off, we have to pay 
them off with financing at a higher rate. 

If they are paid off now, we don’t have to refinance them at a higher 
rate, because the debt is lower. We think it is a worthy thing to try 
to retire debt by liquidating assets. 

Senator Proxmire. The Federal Government in the past year or so 
has been borrowing money at an average maturity of less than 5 years. 

Mr. Barro. We kept the average maturity about even. 

Senator Proxmirre. About 5 years 

Mr. Barrp. About 5 vears 

Senator Proxmire. So you are going into the market now around 
4 percent or above and you are then retiring what at the worst is 14 
percent, 5-year obligations, and at best 12- or 15-year obligations. 

Mr. Barrp. Well, as against 

Senator Proxmire. Which is far less than 4 percent. 
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Mr. Bartrp. What we are doing is retiring debt. We don’t have to 
worry about its maturity. It is retired. If we had assets in the U.S. 
Government that we didn’t need and we could retire billions of our 
debt, 1 would think it was a fine stroke to do. 

Senator Proxmire. It would be wonderful. But this year we will 
refund and go to the market for new money—as | understand it, for 
about $54 million. You are re tiring obligations on which the Federal 
Government is paying either 115 percent or 2% percent. And as you 
go to the market for refunding, you will be paying 4 perce nt. 

It seems to me this retirement is foolish in view of the fact that vou 
are going to have to go to the market for replacement money. 

Mr. Bairp. We are retiring very little of the 14% percent this vear. 
Of the $54 billion vou mentioned, $ $300 million is at 1%. 

Senator PRoxMIRE. I see your point, but the alternative which 
would develop in the event the Government does not decide to engage 
in this swap would be that much of this portfolio would be converted 
into 1% percent, 5-year obligations. 

Mr. Batrp. That is correct. 

Senator Proxmire. That seems to me to be a highly desirable 
situation, or decision, as compared to the necessity for going into the 
market for new money, at 4 percent. 

Mr. Barro. We don’t think so. 

Senator Proxmrre. At about a 5-year average. 

Mr. Barro. If we could take over that conversion feature, and noi 
give the privilege of going into a 1% percent, 5-vear bond. 

Senator PRoxMiRE. Yes. 

Mr. Batrp. We would do that. 

Senator Proxmrre. I agree. 

Mr. Barro. We would like to have money out to 1980 at 2%. 
When anything tumbles in the shorts area and comes up, we have 
to refinance it at higher rates, and we don’t want to do any more 
refinancing than we have to. We don’t like to see this debt tumbling 
into the 5-vear area. 

Senator Proxmire. Thank you, Mr. Chairman. 

Senator Doueias. That raises a point that I would like to ask 
about. This investment series B has an interest rate of 2% percent, 
maturing in 1980, callable after 1975. It is exchangeable for 1}; per- 
cent, 5-year Treasury, marketable notes, which bave, as I understand 
it, a current market value of somewhere between 87 and 89. 

You said that the yield of these 5-year notes was 4.22; isn’t that 
true? 

Mr. Barrp. That was the dav before vesterday. 1 believe yester- 
day it was 4. 

Senator Dovaias. Therefore, did you wish to draw the implica- 
tion from this that the exchange was unprofitable to the Government? 

Mr. Barrp. Which exchange, Senator? 

Senator Dovetas. Did you draw the implication from this that 
the exchange of the 1980 bonds for the 5-year notes was unprofitable 
to the Government? 

Mr. Barrp. I think it is undesirable to have a long bond at 2% 
percent——— 

Senator Dova.as. Is it unprofitable to the Government? 

Mr. Barrp. We would save interest in the next 5 years, but we 
would pay a penalty for it. 
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Senator Doveias. That is the point I want to come to, the saving 
of interest. As I understood the previous testimony, it is that these 
exchanges are at par, not at market value, but at par. Therefore, 
when the exchange comes, you exchange a 2% bond for a 1%, 5-year 
bond or note; isn’t that right? 

Mr. Barro. That is correct. 

Senator DouG.ias. So you save 1% percent in interest. 

Mr. Bartrp. That is right. 

Senator Douaeuas. There is a financial loss again, although you say 

is desirable for other reasons. 

Mr. Barro. That is right. 

Senator DouGcias. What is the answer to that? 

Mr. Barrp. I say it is desirable for other reasons. 

Senator Doue.as. But there is a financial loss of 1% percent. 

Mr. Barro. Immediately there is a gain to the Treasury by paying 
less interest on 1% than 2%, manifestly. 

Senator Dovc.as. This is the immediate gain which you wish to 
forego. 

Mr. Batrp. We would like to forego that. 

Senator Douetas. I am glad that is made clear. 

Senator SpARKMAN. Let me ask a couple of questions and _ then, 
as far as I am concerned, | will be through. 

Senator DouGias. Excuse me. How much will that amount to 
over a 5-year period? 

Mr. Barro. If the whole amount were exchanged? 

Senator DouGcias. Yes. It would be 12.5 million on each billion. 

Mr. Barro. It would be 6% points, wouldn’t it, Senator, on a given 
bond? 

Senator DouG.ias. I mean on the interest rate. 

Mr. Barro. And if you have $7.8 billion, why you can multiply 
that out and get your total. 

Senator Dovetas. Let’s put it this way. The loss in interest each 
year by your policy would be $12.5 million on each billion. That is 
1% percent multiplied by $7.8 billion, which comes to approximately 
$98 million a year for 5 years or $490 million. So that, if you stop 
this conversion, you are losing 1% percent on $7.8 billion, which is 
approximately $98 million and you are losing this for 5 years, or a total 
of $490 million in interest payments. This isa pretty high price to pay. 
t°Mr. Barrp. Senator, I would have to offset against that figure 
that all of that money would have to be refinanced if it were the pres- 
ent market, at 4 percent. Take the extra cost of that. 

Senator Doueias. On a 5-year note, you don’t have to do it im- 
mediately. 

Mr. Barrp. Sooner or later you will have those higher interest 
rates locked in. 

Senator DouGuias. This would not be an immediate requirement. 

Mr. Barro. Neither is the $500 million an immediate requirement, 
sir. 

Senator SPARKMAN. May I ask this? Why do you limit it to 4 
vears? These notes are not due until 1975. 

Senator DouGcias. They are exchangeable for the 5-year Treasury 
notes, which would be due in 5 years. 

Senator SPARKMAN. For the 1%-percent bonds, yes. 
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If vou go through with this program, are you simply going to make 
the proposal that you have outlined here today? Could there be any 
kind of competitive bidding? I think Mr. Baughman said something 
about'some kind of bidding. I don’t think: you: meant it would be 
competitive bidding pricewise. Could it possibly be put out in such 
a Way as to get a more advantageous proposition, the most advan- 
tageous proposition possible? 

Mr. BaucuMan. That is exactly what we have in mind. As I said 
in my testimony, we propose to have them marketed by States, 
competitively, and we would look over all the offers and determine 
which were the most advantageous to us, to the Corporation. 

Senator SpaARKMAN. Both of you gentlemen have made the state- 
ment, just a general statement, that this would not have an adverse 
effect upon the home mortgage market. Of course, I don’t know what 
you base that upon, but my understanding of the manner in which 
most mortgage bankers, insurance companies, mutual banks, and so 
forth, operate, is that they do budget a certain. percentage generally 
for home mortgages and when they get that percentage in their port- 
folio, they just do not take any more home mortgages; is that true? 

Mr. Bavcuman. That is true with a great number of savings banks, 
they do have a percentage of their portfolio in mortgages. 

Senator SpARKMAN. Don’t insurance companies do the same thing 
generally? 

Mr. Baucuman. Yes. They change around more often than the 
savings bank group. As I said in my statement, however, this money 
that is now tied up in these 2%4’s get into the mortgage market and 
stays in there. It is a little more advantageous to us. 

Senator SPARKMAN. Why do you assume that that will move into 
the mortgage market in addition to the part that these institutions 
are already putting into the mortgage market? 

Mr. BaucuMan. Well, all I can say is, based on the people I have 
talked to, that idea seems to prevail. 

Senator SPARKMAN. You think it will create a new pattern? 

Mr. BavGHMan. Yes. It isn’t too much of an increase. It isn’t 
a jump of 10 percent or 15 percent. It may be 2 percent, it may be 
2 percent, which isn’t too substantial. 

Senator SPARKMAN. I realize that is true when you exchange $200 
million. But if that should become a regular program and you 
disposed of the full billion dollars, then it might become a pretty 
serious increase. 

Mr. Baveuman. And I would like to say further on the effect on 
the mortgage market that a great many institutions holding these 
bonds are scattered throughout the United States. We are talking 
about the eastern market generally at the present time, but, as he 
indicated, there is a considerable portion held by local savings and 
loan associations throughout the United States, scattered, and these 
mortgages are local, and they probably can bid very advantageously 
because they will service the mortgages themselves. 

And the same thing applies to the smaller insurance companies, 
local insurance companies that are very much concerned and very 
much interested in this program. In that case I think that the 
small insurance companies will increase their portfolios. 

[ think that as to the eastern market that you and I are thinking 
about generally some of that is true. The percentage in those cases 
are very small, but they indicated they would increase their portfolio. 
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Senator SPARKMAN. Any further questions? 

Senator DouGuas. | have a question, if 1 may. 

Senator SPARKAMN, All right, Senator Douglas. 

Senator Doucias. As | understand it, the mortgage holdings of 
FNMA which you propose to unload in this fashion are the so-called 
liquidation and neomapeenet mortgages; is that right, Mr. Baughman? 

Mr. Baucuman. Yes. This: applies to the management liquidating 
function. These. were mortgages acquired prior to November 1954. 
The old FNMA prior to the new one. 

Senator Doucias. You also hold, however, secondary market 
mortgages, do you not? 

Mr. Bavcuman. Yes, we have three operations. We have this 
management and liquidating function which [ just described. We 
have a special assistance function which is financed entirely by the 
Government and covers programs, special housing programs of the 
Government as directed by the President of the United States or by 
Congress, and then we have a secondary market operation. 

Senator DouGcias. What is the value of the mortgages which you 
hold in this third stockpile, so to speak? 

Mr. BauGuMan. In the secondary market operation we have 
approximately $1,500 million. 

Senator Dovucias. Suppose this policy is carried out for these liqui- 
dation and management mortgages, is there any intent to carry out 
the same policy in the case of the secondary market mortgages? 

Mr. BaucuMan. Absolutely no. 

Senator Douatas. Do you have authority to to this? Do you have 
authority, legal authority, to do that? 

Mr. Baucuman. The management of the secondary market port- 
folio has an entirely different concept. 

Senator Douctas. I understand. Suppose the Board were to 
decide to do this, would it have the legal power or would it have to 
seek additional legal power. 

Mr. Baveuman. I doubt ver y much if they could. We owe the 
Treasury but very little money on the secondary market operations. 
It is financed privately to the maximum extent feasible. All our 
debentures—we buy mortgages and issue debentures. 

We issue these debentures to private institutions, private financial 
people all over the United States, and the debentures offset the amount 
of the mortgages; in the management liquidation portfolio we have 
notes to the Government, and that is what we are offsetting in the 
exchange of bonds. So we would have no need to eyen consider the 
exchange of bonds in connection with the secondary market opera- 
tions due to its nature. 

Senator Dovetas. That is not quite responsive to my question. 
I said, suppose you decided to do this. Do you have the legal power 
to make such an exchange in the case of the secondary market mort- 
gages which you hold in ‘the amount of a billion and a half. Do you 
have the authority or would you have to seek additional legislation? 

Mr. BavcuMan. I don’t think we would want to doit. I couldn't 
seen any reason why you would want to do it. 1 don’t unde rstand 
what is in your mind, why we would take in re and we couldn't 
get them exchanged with the Treasury because we have no reason 
to go to the Treasury and ask them to take the bonds and cancel by 
that procedure the debt because we don’t have any debt to begin with. 
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Senator DovGias. What about the second category, special 
assistance? 

Mr. BavGuMan. Special assistance funds? 

Senator Dove.as. Yes. 

Mr. Baucuman. It could apply there. 

Senator Doveras. And now suppose the Treasury were to decide 
that they wanted to get a fictitious bookkeeping balance of the budget 
for 1961, could they dip into (a) the special assistance category or 
(b) the secondary market category? 

Mr. Baucuman. The secondary market category would be ruled 
out. I said it could be considered in the special assistance functions. 
No thought has been given to that. 

Senator Douctas. I have always been puzzled in the past by the 
governing Board of FNMA. It has been some time since I have 
asked questions on this point. But I have always found in the past 
that the members of the Board of FNMA consisted of officials of the 
Housing and Home Finance Agency. 

Mr. Bavucuman. That has been true. 

Senator Douazias. Is it true today? 

Mr. BaucuMan. We recently put on the Board a member of the 
Treasury Department, Mr. Julian Baird. 

Senator Dovua.as. For the first time the Treasury has a member 
on the Board of Directors of the Federal National Mortgage <Asso- 
ciation. 

Mr. Bavucuman. That is true. 

Senator Dovaias. And is his advice rather persuasive? 

Mr. Baucuman. I would say that we were glad to get him on the 
Board. Our institution is more.or less financial and we are glad to 
have his advice. 

Senator Doveias. When he speaks, is that not the voice of the 
Treasury only but of the President? 

Mr. BauGuMan. I would say that we are very glad to have his 
advice. He is very helpful to us. 

Senator Doucias. When he speaks, you listen; isn’t that true? 

Mr. BavuGHMAN. I would say that we listen to everybody. 

Senator Dovetas. But you listen with particular care to the rep- 
resentative of the President, do vou not? 

Mr. Bauveuman. I listen to everybody with the same ear and the 
same time and the same consideration. 

Senator Dovuatas. You mean he has no more importance than any 
other member of the Board? 

Mr. Bavcuman. The request was not made by the Treasurv De- 
partment to put him on the Board. It was initiated by us. 

Senator Doucias. That sometimes can be managed too. It would 
seem to me that the Treasury was inside the Federal National Mort- 
gage Association, and that, if it wished to produce a fictitious budget 
balance for 1960-61, they might order the sale of some of these special 
assistance mortgages. I am not at all, necessarily, satisfied that they 
might not do this in the secondary market, and if they were to do it 
in either the special assistance or the secondary market, what effect 
would this have on the availability of mortgage funds? 

Mr. Barrp. Would you like to have me answer that? 

Senator Dovauas. I notice a number of people in the audience who 
I always thought were interested in mortgages and building. I take 
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it their presence here indicates that they have more than an academic 
interest in this issue. 

Go ahead, Mr. Baird. 

Mr. Barro. I would just say this. Certainly as a member of the 
Board of FNMA, I would not ever vote for selling out of the secondary 
operation because it is a mixed ownership. There are common stock- 
holders there who represent the people who sold mortgages to it. 

This proposal we have today we think is for the benefit of the 
Treasury. Anything in the secondary operation has to be handled 
in a trust capacity because there are other owners. So I think you 
need have no fears that any of the type of people who are going to be 
in the administration would undertake to do that. 

Senator DouGcias. What about special assistance? 

Mr. Barro. That could be done, but, Senator, you make a great 
point of why we are trying to manipulate the budget. 

Senator Dovexas. But you could manipulate the budget. 

Mr. Barrp. There has been $1.6 billion liquidation of these mort- 
gages out of FNMA over a period of years, quite a little before this 
administration. I never heard any statement made that that was 
for the purpose of manipulating the budget. Every time those assets 
were liquidated, the whole billion 600 million, it improved the budget 
position. I never heard any charge before by either party that that 
was manipulation. I see no difference in the effect on the budget 
between cash selling bonds which has been done through a long period 
of years, through different administrations, and now retiring some 
mortgages by an exchange. 

Senator Dovue.as. Of course, the people in housing are concerned 
lest you dump mortgages in the market at a time of increasing strin- 
gency of long-term money. They have a right to be concerned, 
concerned on this billion, concerned on the portents of what may 
follow. 

Mr. Chairman, as I have been listening to this hearing and taking 
part in it, I am reminded of the passage in ‘Alice in Wonderland,”’ in 
which a whole series of fantastic occurrences take place. She got 
larger, she got smaller, when she ate one side of the toadstool or the 
other. And finally she said, “Things get curiouser and curiouser.”’ 

And that is my reaction to this proposal of the Treasury. It gets 
curiouser and curiouser, and I get more and more allergic to it. In 
fact, there is a rash of allergy breaking out all over me now. 

Senator SPARKMAN. Mr. Baird, coming back to the thing that you 
have just mentioned about previous liquidations, I think in order for 
them to be compared, we would have to have a determination at what 
price those liquidations were made, whether or not the Government 
has sustained a loss as apparently it will do in this particular case, 
and also I think involved is the question of the exchange for bonds. 

I am not going to ask you to check those figures. I just wanted to 
mention that. 

Mr. Barrp. I can sum up the figures. Mortgages have been sold 
at both profits and losses over the purchase price. There were 
$10,677,000 in profits and $18,233,000 in losses. 

Senator SPARKMAN. Over a period of how long? 

Mr. Barrp. That is over a period of years, Senator Sparkman. 

Senator SpaRKMAN. In the orderly management of the business to 
stabilize the market. 
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Mr. Barrp. So they have been sold at a loss before. 

Senator SPARKMAN. Senator Proxmire, anything further? 

Senator Proxmire. No. 

Senator SPARKMAN. Thank you very much, gentlemen. We appre- 
ciate your coming and trying to clear it up in our thinking. 

(Whereupon, at 11:55 a.m., the hearing adjourned.) 
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